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15 Years in the Making: A Conversation with
Paul Murphy, Chief Executive Officer

Why did you change your name?

There are times in a company’s life where you come to a cross-
road. When you step back and think for the long term, you
can settle for the status quo, or you can make bold decisions
that you expect to benefit your company and provide ways to
expand your horizons. Over the years, an issue that had come
up in our strategic discussions again and again had been the
confinements of our name.

More than two dozen financial companies in Texas have ‘south-
west’ as part of their names. There’s a mortgage company and
a securities company with that name. There are two banks in
Texas that shared our name. What’s more, we could not use our
name outside the 10-county Houston region.

We're growing both throughout Texas and in our capabilities
and services. So we faced a choice — either continue to oper-
ate under a variety of names which we felt was confusing and
expensive, or find a name that is ours alone. We chose to take
a bold step and change our name. We were not willing to settle
for the status quo.

How did you come up with Amegy Bank?

It was a long and soul-searching process. Finding a unigue
name, and one that wasn’t “cluttered” in the financial industry,

was challenging. We looked at over 3,000 names. We knew we
needed a name that could grow with us, because, believe me,
we don’t plan to do this again! Through the process, it became
apparent that a coined name would be best.

What does ‘Amegy mean?

It's a combination of two words — America and energy. It
reflects the energy and values of people in America. Over time,
Amegy will reflect our core values: doing the right thing — always
with integrity, taking time to listen, finding common-sense solu-
tions, making everyone count and getting results. These are the
values that have enabled us to become the largest independent
bank in Houston and the third largest in Texas. We want to keep
close to our history and the culture we’ve developed as South-
west Bank of Texas.

You now refer to yourselves as Amegy Bank and Amegy
Bank of Texas. Which is it?

It's both. Our legal name is Amegy Bank National Association.
However, | prefer Amegy Bank of Texas because we're proud of
our Texas heritage and that part of our old name. We are using
Amegy Bank of Texas when we can. Trust me, our bankers will
answer to either one!

A nickname that has caught on with customers and employees
is The ‘A’ Bank. | like this because it shows we are striving to
earn an “A" from our customers, commurities, employees and
shareholders every day — just as we have for the last 15 years.

We have the same dedicated bankers, and a strong
Board of Directors. We all have deep roofs in Texas....

Paul Murphy




What efse is changing?

Really, not anything. Our customers have been pleased to find
that nothing is changing on a day-to-day basis for them. Their
PIN numbers, account numbers and bankers have not changed.
And they can continue to use the same checks and debit cards.

We have the same strategy to serve Texas. We have the same
dedicated bankers and a strong Board of Directors. We all have
deep roots in Texas and an enthusiasm and deep commitment
to providing the best financial products and services of any
bank in this part of the country. Our customers still will have
access to local management and local decision makers
because we believe that is key for growing a banking franchise
for the future.

What has been the initizl reaction?

Pretty much as we expected. There have been many who
understand the logic and are comfortable with the change, and
a few who are hesitant. Our bankers have done a great job in
explaining the new name and what it means. The stories are
growing daily of their successful interactions and new business
opportunities. The television, radio and newspaper advertising
to announce the name has created a higher level of interest in
our Bank than at any time in our history. Our bankers are excited
about that because they see even more business opportunities
being developed.

ahnk

The A’ Bank

When our investors heard about the change and realized how
we were fenced in with our old name, they also have under-
stood. The new name will be good for our shareholders because
we will gain some efficiencies, but more than that, we can rally
under one banner and build a strong brand. In summary, it is
going well.

Does your name change send any other messages?

Yes, a very important one. Our new name represents our vision
for growth ... and our commitment to big bank Ability and
small bank Agility. That is not just a marketing tagline. There
could not be a bank in a better position. We have a small
share in large markets; we have the best team of bankers in
the industry, and we continue to develop the most innovative
products and services.

We see incredible opportunities ahead. We want this Bank to be
the best source of financial capital for our customers, the best
place to work for our employees, and we want to provide the
best return to our shareholders.

And, perhaps most important, we have a clear strategy and
sense of purpose. The future for Amegy Bank, I'm certain, is
going to be Amazing.

...We are striving to earn an “A” from our customers,
communities, employees and shareholders every day -
just as we have for the last 15 years.

Paul Murphy
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An Exciting Year. A Bright Future.

What does it take to have a successful year?

As a growing regional bank in Texas, certainly loan growth and
deposit growth have to be at the top of the list. A successful bank
would also have expanded its product and services mix. A thriving
bank would make certain its customers and prospects understood
the added efficiency and effectiveness that those products and
services can bring to them. A successful year would include proving
again that we are valuable to our communities.

In 2004, Southwest Bank of Texas -~ now Amegy Bank of Texas —
accomplished all of these things. The numbers ... and activities ...
bear it out.

First the numbers:;

* Net income increased 13%.

* Earnings per share increased 11%.
* Loansincreased 29%.

* Deposits increased 28%.

» Total revenue increased 18%.

* Noninterest income increased 16%.

You can't argue with growth. And you can’t argue with 15 years
of consistency.

Continued Organic Growth: Part of the story in 2004 was our
strong organic growth. Our banking officers constitute an incredible
marketing machine for loans, deposits and fee income. They enjoy
the satisfaction of producing results for customers. It's part of the
“banker DNA" here. For example:

e $750 million increase in loans for the year was organic.

o $470 million of deposit growth was organic.

By any measure, the basics of banking are in excellent shape
at Amegy Bank.

Consistent Underlying Strategies: A successful bank — and one that
has an eye trained on the future — can‘t rest on its laurels. It has to
keep moving — deliberately at times, quickly at other times - but al-
ways with consistent underlying strategies. Again, 2004 was another
year when the pieces came together with tangible results.

Strategic Mergers: Over the past seven years, we moved when the
right merger partners came forward ... banks that met our needs for
growing deposits and possessed the opportunity to build business as
well as expand our geographic footprint. During the past 18 months,
Maxim Bank, Lone Star Bank and Klein Bank each fit our needs to

a tee. Maxim expanded our reach into the growing Johnson Space
Center area and northern Galveston County in late 2003, This year,

Lone Star, with five well-positioned banking centers, firmly launched
us in Dallas. The build-out of an operations ceriter for the Dallas-Fort
Worth Metroplex further cemented our commitment to Texas com-
panies that are looking for efficient operations and management of
their financial resources. Klein Bank, with its significant deposit base
and the opportunity to increase loans in one of the fast-growing
areas of the state, was a “gem” of a bank ... and merger partner.
While we plan to slow down in the near term on the merger front,
we are attuned to making a move when the opportunities present
themselves.

Capital Management: Several actions were taken to access attrac-
tive market conditions and enhance capital. Ta finance the merger
with Klein and support loan growth, the Company raised $170
million in new trust preferred securities and subordinated debt, and
issued $15 million of common equity. A registered dividend reinvest-
ment plan (DRIP) with an optional cash purchase feature was put

in place. These measures represent the evolution of our financial
capabilities and opportunities.

Credit and Risk Management: For us, conservative optimization of
all risks, including credit, is ingrained in our culture. What does that
mean? Simply, that we are a conservative bank. However, we lock at
risk as an opportunity for management, not necessarily to over control
it. It's a delicate balance that requires attention but allows growth of
our business and appropriate empowerment for our bankers. Case in
point, the credit portfolio grew to over $4.6 billion in 2004 without
compromising credit quality. While past performance is no guarantee
of future results, the track record is indicative of our attention to
overall asset quality and risk management.

The requirements of Sarbanes Oxley, while time consuming and in
some instances exceedingly burdensome, are nonetheless a fact of
doing business in today's world. We welcome responsible oversight.
We spent a considerable amount of time and money in 2004 to
document and test our internal controls over financial reporting. Now
that this initial documentation is behind us, we are hopeful that the
ongoing Sarbanes requirements will not be as cumbersome in the
coming years.

Customer Service: We are convinced that how our employees feel is
ultimately how our customers feel. It would be a cliché ... if it werent
true ... to say we go the extra mile. We know we must continue to
exceed our customers’ expectations. To drive this point home, and

to ensure that we never let our guard down, we have initiated a
coordinated - and integrated — customer service program to pull all
our service initiatives together. We hired a coordinator to ensure that
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This is a Bank with quality customers,
a strong staff and management team,
outstanding products, and integrity — always.

Walter Johnson

In billions of dollars

Walter Johnson, Chairman

An Amazing History ... and Future

| am often asked if anyone could have ever
imagined 15 years ago that a tiny bank in
the suburbs of Houston would turn out to be
the growth story it has been.

It would be easy to say yes, but that would
not acknowledge all the hard work and long
hours, the attention to detail that can make
or break a relationship, or just the pure guts
it took for 20 people to come together in
February 1990 and launch a new way of
banking in Houston. This city and this state

And, in return, we have been:

o Asource of capital for businesses to grow

o Ardent believers that products and ser-
vices have to add value to our customers

o A solid participating citizen in our
communities.

Today, | am as optimistic as | was on that first
day when | told our employees standing in
the lobby because we didn’t have encugh
chairs, “Let's go build a bank — a good one!”

t have never known a bank as well posi-
tioned for the future as this one. This is

] Loans
Deposits
B Assets
1990 1995 2000 2004

products, and integrity — always, and we
know our markets because we are part of
them. Our directors are committed to this
Bank’s being a strong source of capital for
the economic success of this region of the
country because that's what a banking fran-
chise should do and because of their own
deep Texas roots.

Our history has been great, and the future?
I am convinced it will continue to be Amazing.

Walter Johnson, Chairman

have been good to us.

a bank with quality customers, a strong

D hotlon

staff and management team, outstanding

we train, measure and reward employees and that they have the right
resources to perform at outstanding levels.

We will not lose our differentiation as the bank that provides
exceptional and reliable customer service, or, as we are now known,
The ‘A’ Bank because we strive to earn an "A” from our customers
every day, just as we always have.

Board Development: [n today’s world, our strong board is a vital
efement in our forward momentum. We continue to recruit and
attract directors who are community leaders and who are committed
to economic growth, the success of our business and providing a
solid return to our shareholders.

Kirbyjon J. Caldwell, Senior Pastor of Windsor Village United
Methodist Church, one of the fastest-growing in the denomination
and one with a spirit of community revitalization and growth, was
elected as a Bank and holding company director. Mark A. Wallace,
President and CEQ of Texas Children‘s Hospital, world renowned and
the largest pediatric healthcare provider in the United States, and
Christopher J. Pappas, CEO of Pappas Restaurants, Inc. and
President and CEQ of Luby’s, Inc., were elected to the Bank board.

What are our challenges?

There are two main challenges — net interest margin and deposit
growth. In a rising rate environment and with a slightly asset sensitive
balance sheet, we expected the margin to improve more quickly. [ron-
ically, one of our greatest strengths — generating loans - has meant

that loans have grown faster than deposits, resulting in a greater reli-
ance on wholesale funding, which also impacts the margin.

Despite the declines in the net interest margin, our net interest income
growth has been strong, reflecting our core growth in loans and
deposits. Given the outlook for increased competition, we are building
our business plan for double-digit earnings growth with the expecta-
tion that the net interest margin will remain in the current range.

Growth can come in several ways, and it is a tribute to our bankers
that loans, deposits and fee income grew significantly and, conse-
quently, we posted a double-digit increase in earnings per share, or
11%, in 2004. And we believe we have a strong year of core business
growth ahead of us in 2005.

Another vehicle to provide financing for growing companies is our

shared national credits — or, as we prefer to call them ‘shared regional

credits.” In fact, Texas ranks third in the number of Fortune 500

companies, making this an attractive market for this type of business.

Here are some key facts:

o 86% of our ‘shared regional credits' are Texas companies.

o They represent $767 million in loans, about 16% of the total port-
folio, and provide $335 million in deposits.

o Fee income associated with this portfolio is approximately $13 million.

The return on these relationships track that of the Bank overall. We
serve as agent, co-agent or already had significant relationships with
65% of these companies. It is good business, and business that
supports growth both within the Bank and in our markets.

2.5
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Paul Murphy, CEO, and Scctt MclLean, President

Competition is always a challenge. It was when we began 15 years In 2005, we plan to continue to execute the strategies that have

ago when we had strong local banks, and it is today with strong served us so well:

global banks. We have proven that we understand the competitive e Grow our core business

landscape and can succeed. It will continue to be our goal to do e Foster customer service in every possible way

things better and faster than others ... and with a can-do attitude. e Ensure our culture as a community bank with strong capabilities

To us, it's all about ability — and agility. and local decision making

Our strategies that promote growth have a price tag. Expense man- ° Conl‘FLnue to strengthen our capital position and protect asset
quality

agement is a way of life, but for a higher efficiency ratio, we believe

investors get two important things: ¢ Remain alert for appropriate merger and acquisition activity.

* ngl-above average growth and In our 15-year journey, we've grown from $50 million in assets, one
* Atighter, better managed risk environment. Houston location and 20 employees to $7.5 billion in assets, over 75
locations throughout Texas and 2,100 employees. Since our PO in

To maintain our momentum and service differentiation as well as our .
1997, our compounded return to investors has been 24%.

solid asset quality, we always will lean to ensuring growth and consis-

tency. We believe that's what separates us from the rest of the market  That's quite a record, and, as Amegy Bank of Texas, we're looking
and makes us particularly valuable to investors. forward to the future.

The Upshot Sincerely,

Looking back on the year, we would give ourselves solid marks. There

e Paul Murphy Scott MclLean
is still work to be done and we don’t take our success for granted.
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Dollars in thousands, except per share amounts

Year Ended December 31 2003 2004 Change

Balance Sheet Data:
Assets $ 5,947,133 $ 7,505,603 26.2%
Deposits 4,403,239 5,620,043 27.6%
Loans 3,588,572 4,646,982 29.5%
Allowance for loan losses (41,611) (49,408) 18.7%
Securities 1,549,398 1,985,237 281%
Shareholders’ equity 499,321 580,414 16.2%

Income Statement Data:

interest income $ 236,244 $ 283,229 19.9%
Interest expense 45,725 56,677 24.0%

Net interest income 190,519 226,552 18.9%
Provision for loan losses 11,850 10,212 -13.8%

Net interest income after provision for loan losses 178,669 216,340 211%
Noninterest income 83,209 96,505 16.0%
Noninterest expenses 173,742 216,611 24.7%

income before income taxes 88,136 96,234 9.2%
Provision for income taxes 27,407 27,691 1.0%
Net Income $ 60,729 $ 68,543 12.9%

Per Share Data:

Basic earnings per common share $ 0.89 $ 0.99 11.2%
Diluted earnings per common share $ 0.87 $ 0.97 11.5%
Dividends per common share $ 0.05 $ 0.12 140.0%
Book value per common share at period end $ 7.30 $ 8.28 13.4%
Selected Performance Ratios:
Return on average assets 1.14% 1.05%
Return on average common shareholders’ equity 12.86% 12.86%
Tier | capital to adjusted average assets 9.15% 7.81%
Taxable-equivalent net interest margin 4.04% 3.99%
Efficiency ratio 63.26% 65.52%
Asset Quality Data;
Nonperforming assets to total loans & ORE 0.49% ’ 0.55%
Net charge-offs to average loans 0.22% 0.15%
Allowance for credit losses to total loans 1.23% 1.11%
Allowance for loan losses to nonperforming loans 326.57% 304.50%

FORWARD-LOOKING STATEMENTS: Certain of the matters discussed in this annual report may constitute forward-looking statements for the purposes of the federal securities laws, and as such
may involve known and unknown risks, uncertainties and other factors which may cause the actual results, performance or achievements of Southwest Bancorporation of Texas, Inc., to be
materially different from future results, performance or achievements expressed or implied by such forward-looking statements. Additional information concerning factors that could cause actual
results to materially differ from those in the forward-locking statements can be found in ltem 7 of our 2004 Annual Report on Form 10-K filed with the Securities and Exchange Commission. All
forward-looking statements are expressly qualified in their entirety by these cautionary statements. This annual report may contain certain non-GAAP financial measures as defined by Securities and
Exchange Commission rules.



Capital Markets

From accessing global capital markets
to managing retirement plans,
customers find the answers and
innovation they seek through Amegy
Bank and Amegy investments. Our
knowledgeable, experienced bankers
partner with individual and business
customers to tailor solutions for
complex financial issues.

* Brokerage Services
e Equities
o Fixed Income
o Mutual Funds
o Annuities
o Financial Planning
¢ Retirement Plan Services

o Plan Design and
Implementation

o Participant Education and
Ongoing Support

401(K), Profit Sharing, Pension
o SEP-IRA, Simple IRA

o Individual [RAs and IRA
Rollovers

o

* Foreign Exchange
o Currency Transactions

o Currency Risk Management
Strategies

* Institutional Sales

o Short-Term Corporate Fixed-
Income Investments

o Laddered Maturity Portfolios
for Corporate Cash

o Loan Participations
o Eurodollar Time Deposits

¢ [nstitutional Custody and
Securities Services

o Institutional Custody and
Clearance

o Escrow Services

o Public Fund Services

e TV W N e

Wealth Management,
Private Banking and Trust

Driven by the customer’s needs and
goals, we create comprehensive
wealth management solutions for
each individual. The combination of
our experienced professionals and
the resources in Private Banking,
Investment Services and the Trust
Departments ensure that we develop
long-term relationships built on
ability, listening, service and trust.

© Private Banking
o Customized Loan Products

o Deposit Products

o Mortgages and Construction
Loans

o Trust
o Trust Administration
o Estate Administration

o Real Estate, Qil and Gas
Management

o Custody
o |RAs and IRA Rollovers
o Will Appointments

o Discretionary Investment
Management

o Trustee or Agency

o Sub-Adviser Selection Process
o Asset Allocation

o Managed Accounts

o Monitoring and Reporting

Personal Banking

Serving the Houston and Dallas
marketplace with over 75 retail
banking centers, a strong ATM
network and round-the-clock Internet
capabilities, Amegy Bank offers
access to a diverse range of products
and services that meet our customers’
current and future financial needs.
The value Amegy Bank places on
each customer, and the personal
attention each customer receives,
make us unique in the industry.

* Totally Free Checking
¢ Savings Accounts
¢ Certificates of Deposit

¢ Insured Money Market
Accounts

* Investment Services
* Loans
o Residential Mortgage
o Home Equity
o Home Equity Line of Credit
o Home Improvement
o Auto
o Boat
° RV
* Internet Banking
o bank@home
o billp@y
o e-statements
¢ Credit Cards
* Visa Check Card
o Dining Discount Program
* ATMs

Amegy Mortgage

Amegy Mortgage, formerly Mitchell
Mortgage, offers a full complement
of services, including origination and
servicing of single-family residential
loans, single-family construction
loans, and commercial and multi-
family real estate loans. Amegy
Mortgage, a subsidiary of Amegy
Bank, is unique in that it offers loan
products by participating as a direct
portfolic lender, mortgage banker or
mortgage broker, depending on the
needs of the customer and the nature
of the transaction.

* Residential Real Estate Loans

o Home Loans (Purchase and
Refinance)

o Lot Loans
o One-Time Close Loans
¢ Construction Loans

o Individuals (Interim and
Co-Borrower/Builder)

o Builders

¢ Commercial Real Estate Loans
{Acquisition, Refinance and
Constructiory)

o Multifamily
o Retail
o Industrial
o Office
o Hospitality
o Self-Storage
o Land Development
o Raw Land
¢ Loan Administration

o Single Family

o Commercial



Community and
Not-For-Profit Banking

Amegy Bank is a leader in banking
and a leader in caring. With a
leadership commitment on both
fronts, Amegy actively seeks
opportunities to be involved and to
invest, We consistently provide the
vision; financial fuel; sweat equity;
creative partnerships; and the heart
to transform, rebuild, and strengthen
the communities we serve in Texas.

o Banking Solutions, including
Loans for:
o Churches
o Faith-Based Organizations
e Schools
o Home Ownership
o Community Development
e Social Service Organizations
o Cultural Arts
o Publi/Government Entities
o Services Offered:

o Lines of Credit and Term
Lending

o Construction and Term Real
Estate Loans

o Tax Credit Financing
o Tax-Exempt Loans
o Tax-Exempt Bonds

o Treasury Management/Deposi-
tory Services

o Investment Management
o Financial Services Education
o Contributions

o Volunteers

Commercial Banking

With a focus on the individual
needs of each customer, Amegy
has distinguished itself as the Bank
for businesses in Texas. With a legal

lending limit of $100 million, we are

large enough to deliver the capital,
technology, products and services

that companies require to grow and
succeed, and small enough to deliver

individual attention and local
decision makers.

[+

°

Loans

o Working Capital Lines of Credit

o Equipment Financing

o Acquisition Financing

o Small Business Administration

Syndicated Loans

Commercial Real Estate

Financing

o Construction Loans

o Mini-Perms

o Commercial Mortgage
Brokerage

Treasury Management

Small Business Banking

o Online Banking

o Small Business Loans

o Lines of Credit

o Free Small Business Checking

Correspondent Banking

Energy Banking

Equipment Leasing and Financing

Accounts Receivable Factoring

Merchant Services

Corporate Credit Cards

Treasury Management

Amegy Bank offers a solid suite of
treasury solutions for our clients,
leveraging the Internet, imaging, and
creativity. From simple to complex
cash management challenges, our
Treasury team will listen, understand,
and ensure that your company

has the right tools to maximize its
cash goals and objectives. With our
experience in public funds, non-
profit, large corporate and small to
mid-sized companies, our solutions
address a varied spectrum of cash and
process improvement opportunities.

e Wholesale and Retail Lockbox

o IDEAL — Image Data
Extraction Archive Lockbox

o Lockbox Web Delivery
o NetST@R Internet Products
o Information Reporting
o Automated Clearinghouse

o Electronic Funds Transfer
Payment System/Tax
Payments

o Positive Pay Advantage
o Controlled Disbursement
o EDI Translation
o Image Check CD-ROM
o Image e-statements
o Account Sweeps
o Vault Services
o Collection/Draft Services
o Merchant Services
o Amegy Payroll Card

o eBusiness
o Secure Web Hosting

o Online Payments by Check
or Credit Card

International Banking

Amegy’'s team of experienced
professionals understands

the complexities of the global
marketplace and knows how
important it is for businesses to
compete effectively in this 2477,
international arena. We put the full
force of our resources, products,
services and technology to work for
customers conducting business across
the globe.

o |Letters of Credit
o Import and Export Letters
of Credit

o Standby Letters of Credit
o Bid/Performance Bonds

o Internet-Based Issuance
and Reporting

o Negotiation of Export Letters
of Credit

o Internet-Based Document
Presentation

* Trade Cycle Working Capital
Loans

* Delegated Export/import Bank
Lender

¢ Term Financing for Exports
* Foreign Exchange
¢ International Private Banking
o Customized Bilingual
Services

o International Client
Investment Plans

¢ International Correspondent
Banking

o Confirmation of Letters
of Credit

o Wires Worldwide
* Trade Services
o Documentary Collections

o Bankers Acceptances



Nothing is more rewarding
than doing positive things for the people
who do positive things for our communities.

How do you expand a bank's reach deeper and wider
into the community?

Answer: "We actively seek community development opportunities,
we're quick to respond, and we want to help you now.” That's the
message carried by Community Banker Brian Stoker. “It's about
putting our resources behind a vision of economic development and
affordable housing, and working with our partners in the community
to make it happen.”

And there are great partners like Thom Schneider. His company,
Green Caye Enterprises, builds single-family homes in Dickinson,
Texas, and works closely with low to moderate-income families in
the home ownership process. Buyers often look to the Bank for pro-
grams that help with closing costs and down payment assistance.
Schneider looks to the Bank as a partner for growth. ”| can present
my proposal in Dickinson, go do my job in the field and know my
banker will take care of me. | get that local bank feel with a big
bank’s productivity and backing.”

Non-profit organizations are supported by that combination as well.
“We understand their unigue financial situations and have the abil-
ity to look at transactions for any non-profit from their perspective, ”
says john Kelley, who specializes in providing financial resources
and services for organizations that provide education, healthcare,
religion and economic development for our communities.

For example, when it was time for The Emery/Weiner School to
build a new campus, the Bank provided the financing - and more.
“They've helped us raise money, invest money, manage treasury
accounts, deal with bond issues and watch costs,” says Vicki Atkins,
Business Manager and Chief Financial Officer. “I know the name of
each person in our banking relationship. They participate with us
and are part of our growth.”

Getting involved makes you better bankers and better able to serve
diverse markets, believes John Hernandez, Community Banker.
“We're big on sweat equity; our employees invest over 10,000
hours annually volunteering and serving on boards.” In addition,
the Bank’s Annual Community Leadership Conference attracts hun-
dreds and provides information on topics including church financ-
ing, helping small businesses and developing affordable housing.

“We get to play a key role in some great success stories,” says Kelley.
“When you see the first graduating class at The Emery/Weiner School,
or hear a young woman talk about her success at Stanford and credit
a school you helped to build, it's a very rewarding moment. We're
lucky to get many of these moments.”

The Bank offers features for a non-profit that are very heipful on a day-to-day basis.

Stuart Dow, Head of School, The Emery/Weiner School




2 John Kelley, Community Banker, with Stuart Dow, Head of School, and Vicki Atkins, Business Manager and CFO of The Emery/Weiner School
Thom and Marie Schneider, Owners of Green Caye Enterprises, surrounded by the Vela family and Community Banker Rhonda Young
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Because one size does not fit all,
you create solutions others cannot even imagine.

How do you tailor products and technology to serve the
evolving needs and goals of growing companies?

Answer: "We listen to our customers to understand how their
businesses operate, and then we marry together a treasury system
of products that will bring the biggest value to them,” says Treasury
Management Leader Debbie Innes. “When the system is developed
and put into place, they can operate their business more cost ef-
fectively and make more money, and not borrow or spend money
needlessly, and they can grow more efficiently.”

The Bank has developed some particularly innovative systems

for the medical industry. "We developed a system that St. Luke’s
Episcopal Health Systern uses to provide daily images of patient pay-
ments, insurance explanation of benefits, and the amount the insur-
ance company is paying,” explains Chris Cyprien, Product Manager.
"This information gets uploaded on St. Luke’'s system, eliminating
the need for them to do any imaging or hunt for paper.”

“This system is the answer to, "What would be ideal?’” says
Howard Schramm, Chief Financial Officer, St. Luke’s Episcopal
Health System. “It's everything we needed — technology that takes
us quickly and easily to an individual patient’s record and shows
us everything we need to know. It’s hard to imagine a bank that
would tailor its products for us and back them up with
outstanding service.”

Feedback from Treasury Management customers convinced Hilcorp
Energy Company to make a change. “We already had an excellent
commercial relationship with the Bank, so we decided to build on
it,” says Richard Doleshek, Chief Financial Officer. “We talked to
other companies who use the Bank, and they all had marvelous,
glowing things to say about the service and how the products work.”

“We're excited about our new relationships and cherish the ones
who have grown with us,” says Treasury Management Banker Myra
Caldwell. "We work with everyone from Fortune 500 companies to
small businesses, to non-profits such as schools and churches.”

What is especially valuable to all customers is the Bank’s use of the
Internet. "We've been on the Internet and an image-based financial
institution since 1999,"” explains Innes. “We look at the customer's
need from a consulting perspective — not a product perspective - to
achieve the results the customer needs.”

The Bank’s unique ability to deliver time after time
is a direct reflection of its willingness and commitment to put in the time
to understand our industry and the specific needs of our hospital.

Howard Schramm, CFO, St. Luke’s Episcopal Health System




hoye Chris Cyprien, Treasury Management Banker; Howard Schramm, CFO of St. Luke's Episcopal Health System; Karen Slaughter, Treasury Management Banker




You have to focus on the companies
that drive the economy.

What should a business expect from a bank?

Answer: For Tom Tucker, it's speed, ideas and an interest in his
business. Tucker's company, Graco Awards, is the leading manu-
facturer of medals and service ribbons for the United States armed
forces, and the manufacturer of the Medal of Honor.

“When | was locking at banks to help me acquire Graco, | chose
this one because it was aggressive,” he explains. “They came to
the table with a Small Business Administration loan package faster
than anyone else, and their proposal made a lot of sense.”

“We are committed to growing and serving Texas businesses,” says
Seth Barron, Community Banker. “It's about understanding what
the customer wants to achieve and putting the right pieces in place
to get them results.”

Growth is an important part of these companies’ stories. “We've
grown very rapidly since starting our company in 2002, and the
Bank has been right by our side,” says Rocio Jasso, Vice President,
Majority Owner, ABC Professional Tree Services. “It makes a big
difference when your banker is interested in learning about your
business and is clearly eager to help you.”

The Bank is placing even more bankers on the ground throughout
the community. “We'll bring everything this Bank offers closer to
these businesses and have all our product specialists in the region

working together on their behalf,” says Executive Vice President,
Houston Regional Banking Leader Steve Stephens. “It's about
banking the way we know it should be, and the way we know how
to doit.”

In @ number of cases, that might mean looking at a financing pack-
age that utilizes a Small Business Administration loan. “Many of
our companies have succeeded because we were attuned to putting
together the best sources of capital available, including using the
resources of the SBA,"” explains John Runge, who heads the Bank's
SBA Lending. "It is rewarding to see these companies outgrow our
program...that means they are creating jobs and realizing their
own dreams.”

While the Bank is growing, so is its desire to stay close to the com-
munity. “We will always keep that local spirit, which is simply that
every customer who walks in our doors is important,” says Sloan
Evans, Community Banker. "We will never be too big or outgrow
what’s most important to our customers — using common sense and
getting results.”

The Bank’s ideas are unique.
On top of that, the infrastructure is in place to make things happen.

Tom Tucker, Owner, Graco Awards
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The biggest compliment a bank can receive
1s when a customer refers a friend.

What does it take to build long-term relationships that
span generations?

Answer: "You have to be there for your dlients, and | believe we
do a better job of this than anyone else,” says Barbara Vilutis of
the Wealth Management team. “The difference is in how we treat
people and make them feel. We listen to their whole story, we
bring everything they need together under one roof, and we sur-
round each customer with a handpicked, deeply experienced team
of bankers.”

Recently, when a business owner was thinking about selling the
family company, his commercial banker immediately tapped into the
expertise of the Bank’s Wealth Management group. By coming in so
early in the process, these bankers were able to help the customer
and his advisory team structure the sale in the most tax-effective
manner. The sale led to a new, multigenerational relationship with
the family when the Bank was asked to provide investment man-
agement and personal trust services.

“We're truly driven by what the client needs,” says Manager of
Personal Trust Debbie Gibson. “When clients told us they were
tired of having products pushed at them by the big banks and
brokerage houses, we listened. So we don't have any proprietary
products, which places us on the same side of the table as our
clients. We went out and found third-party investment managers

with national reputations buiit on their performance records. By
doing this, we have created a stable of managers across the equity
and fixed-income spectrum. Now, we bring this talent to the table
for our clients.”

“And we stay at the table with them,” says Robert Heintz, Chief
Investment Officer, who leads the investments team. “What you
often find in organizations is the higher level the banker, the farther
he or she gets from clients. We want to stay close — and that's what
we do. When you have been given the opportunity to work with

a family to help them manage all their assets, including their real
estate and oil and gas investments and partnership interests, they
deserve nothing less.”

“Our clients expect us to see the whole picture, not just one piece
of the puzzle,” says Hank Holmes, Manager of Private Banking.
“We go beyond loans and deposits. We find the best possible way
to help clients achieve their financial goals.”

Our team has an average of 25 years’ experience working with high-net-worth individuals,
and we have the credibility that comes only from results.

Barbara Vilutis, Wealth Management, Amegy Bank
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PART I

Item 1. Business

The disclosures set forth in this item are qualified by the section captioned “Special Cautionary Notice
Regarding Forward-Looking Statements — Item 7. Management’s Discussion and Analysis of Financial
Condition and Results of Operations™ of this report and other cautionary statements set forth elsewhere in this
report.

The Company

General. Southwest Bancorporation of Texas, Inc. (‘“the Company”) was incorporated as a business
corporation under the laws of the State of Texas on March 28, 1996, for the purpose of serving as a bank
holding company for Southwest Bank of Texas National Association (“the Bank”). The holding company
formation was consummated and the Company acquired all of the outstanding shares of capital stock of the
Bank as of the close of business on June 30, 1996. Based upon total assets as of December 31, 2004, the
Company ranks as the largest independent bank holding company headquartered in the Houston metropolitan
area.

The Company’s headquarters are located at 4400 Post Oak Parkway, Houston, Texas 77027, and its
telephone number is (713) 235-8800. The Company’s internet address is www,amegybank.com.

The Company makes available through its website, free of charge, its annual report on Form 10-K,
quarterly reports on Form 10-Q, current reports on Form 8-K, and amendments to those reports as soon as
reasonably practicable after filing with the Securities and Exchange Commission.

The Company has adopted a Code of Conduct and Ethics that applies to all employees and directors of
the Bank and the Company. This document is available on the Company’s website. The information included
on the Company’s website is not a part of this document.

Business Strategy. The Company’s vision is to grow and prosper through the building of long-term
customer relationships by providing exceptional levels of customer service in an environment founded on high
ethical standards and the generation of safe and sound assets. The Company operates as a locally oriented,
community-based banking company with local and regional business advisory boards to assist it in meeting the
financial needs of the communities it serves. Certain services are provided on a centralized basis in selected
critical areas.

The Company offers commercial and consumer banking services, as well as trust and investment
management, treasury management, brokerage, leasing, factoring, and item processing services, primarily in
the greater Houston and Dallas-Fort Worth markets. These services are provided to small, middle market, and
larger corporate businesses, private banking individuals, and retail consumers in the Houston metropolitan
area through its 72 full service banking facilities and in the Dallas-Fort Worth market through its five full
service banking facilities.

The Company offers an array of sophisticated deposit, lending, and treasury management products
typically found only in major regional banks. Several banking locations have seasoned management with
significant lending experience who are responsible for credit and pricing decisions, subject to loan committee
approval for larger credits. This decentralized relationship management approach, coupled with the continuity
of service by its banking officers, enables the Company to develop long-term customer relationships, maintain
high quality service, and provide quick responses to customer needs. The Company believes that its emphasis
on local relationship banking, together with its conservative approach to lending and resultant strong asset
quality, are important factors in the success and the growth of the Company.

The Company secks credit opportunities of good quality within its target markets that exhibit positive
historical trends, stable cash flows, and secondary sources of repayment from tangible collateral. The
Company extends credit for the purpose of obtaining and continuing long-term relationships. Lenders are
provided with detailed underwriting policies for all types of credit risks accepted by the Company and must
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obtain appropriate approvals for credit extensions in excess of conservatively assigned individual lending limits.
The Company also maintains strict documentation requirements and extensive credit quality assurance
practices in order to identify credit portfolio weaknesses as early as possible so any exposures that are
discovered might be reduced.

The Company has a three-part strategy for growth. First, the Company focuses on internally generated
growth through its existing branch network, building on its strong sales culture. The Company actively seeks
retail consumer deposits, loan, and fee income generating relationships through its branch network and
through the use of direct mail solicitations. In addition, the Company continues to actively target the
commercial customers considered or defined as “middle market,” as well as the small business and the large
corporate customers headquartered primarily in the Houston and Dallas-Fort Worth markets as well as in the
other major metropolitan markets in the State of Texas. The “middle market” commercial customer is
generally characterized as a company having annual revenues ranging from $1 million to $500 million and
borrowings ranging from $50,000 to $15 million. Typical middle market customers seek a relationship with a
local independent bank that is sensitive to their needs and understands their business philosophy. These
customers desire a long-term relationship with a decision-making loan officer who is responsive and
experienced and has ready access to a bank’s senior management. The Company also provides services to
private banking clients including mortgage products, depository relationships, and trust and investment
management services. The Company employs incentive compensation programs to promote and reward
successful cross-selling activities among its relationship officers and product groups.

Second, the Company establishes branches in areas that demographically complement its existing or
targeted customer base. As other local banks are acquired by out-of-state organizations, the Company believes
that the establishment of branches will better meet the needs of customers in many Houston and Dallas area
neighborhoods who feel disenfranchised by larger regional or national organizations.

Third, the Company pursues selected acquisitions of other financial institutions. The Company conducts
thorough studies and reviews of potential acquisition candidates to assure that they are consistent with the
Company’s existing goals, from both an economic and strategic perspective. The Company believes market
and regulatory factors may present. opportunities for the Company to acquire other financial institutions.

The Company’s mergers and acquisitions are listed in the folloWing table:

Acquired Entity Acquisition Date

Total Assets at
Acquisition Date

Total Loans at
Acquisition Date

Total Deposits at
Acquisition Date

Pinemont Bank™ ............ August 1, 1997

Fort Bend Holding Corp.V .. .. April 1, 1999
Citizens Bankers, Inc.(" ... ... December 29, 2000
Maxim Financial Holdings,

Inc. ... i July 1, 2003

Reunion Bancshares, Inc. .. ...
Klein Bancshares, Inc.

January 31, 2004
October 1, 2004

" Accounted for using the pooling-of-interests method.

$235.3 million
$315.8 million
$436.2 million

$348.8 million
$261.5 million
$713.1 million

$137.0 million

~ $192.0 million

$133.1 million

$105.0 million
$162.8 million
$168.7 million

$219.0 million
$268.8 million
$381.0 million

$241.5 million
$207.1 million
$535.0 million

See “Note -2 — Merger Related Activity” for more information regarding recent mergers and

acquisitions. ‘

Name Change

On March 7, 2005, the Bank changed its name to Amegy Bank National Association. The Bank’s

subsidiary, Mitchell Mortgage Company, L.L.C, changed its name to Amegy Mortgage Company, L.L.C.
(“Amegy Mortgage”) on the same date. Subject to shareholders’ approval at the annual meeting on May 4,
2005, the name of the Company will change to Amegy Bancorporation, Inc. The Bank elected to change its
name to enable its marketing and relationship officers and subsidiaries to market its products and services
using one brand throughout the State of Texas. Accordingly, the Bank has designed an aggressive advertising
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campaign to introduce the name to its customers and marketplace, focusing on the tagline “The ‘A’ Bank.”
The costs associated with the name change are estimated to be $6 million. The Company’s stock ticker symbol
changed to “ABNK?” effective March 7, 2005.

Operating Segments

The Company has two operating segments: the Bank and the mortgage company. Each segment is
managed separately because each business requires different marketing strategies and each offers different
products and services.

The Bank

The Bank provides a complete range of retail and commercial banking services that compete directly with
major regional and money center banks. Loans consist of commercial loans to small, middle market, and large
corporate businesses, loans to individuals, commercial real estate loans, residential mortgages, and construc-
tion loans. In addition, the Bank offers a broad array of fee income products including customized cash
management services, investment and capital market products and services, trust and private banking services,
accounts receivable financing, letters of credit, and merchant card services. The Bank develops business
through, among other things, an active calling program by both product specialists and lenders. Approximately
225 banking officers actively call on customers and prospects.

The Bank maintains a staff of professional treasury management marketing officers who consult with
middle market and large corporate market companies to design customized and cost-effective cash manage-
ment solutions. The Bank offers a full product line of cash concentration, disbursement, and information
reporting services and a full suite of Internet imaging products superior to those offered by most regional
banks. Through the continued investment in new technology and people, the Bank has attracted some of
Houston’s largest middle market companies to utilize the Bank’s treasury management products. The Bank
also has attracted new loan customers through use of the Bank’s treasury management services as a lead-in
with preducts such as an image-based lockbox service and controlled disbursement and sweep products, which
allow borrowers to minimize interest expense and earn interest income on excess operating funds. Through the
use of an internet connection, the Bank’s NetSt@r system provides customers with instant access to all bank
account information with multiple intraday updates. The Bank makes business communication more efficient
through FElectronic Data Interchange (“EDI”), which is an inter-organizational computer-to-computer
exchange of business information in a standard computer-processable format. Through the use of EDI and
electronic payments, the Bank can provide the customer with a paperless funds management system. Positive
Pay Advantage, a service under which the Bank only pays checks listed on a legitimate “company issue” file, is
another product which helps in the prevention of check fraud. The Bank’s average commercial customer uses
six treasury management services. Because these services help customers improve their treasury operations
and achieve new efficiencies in cash management, they are extremely useful in building and maintaining long-
term relationships.

The Bank has a retail presence in 72 locations throughout the Houston metropolitan area and 5 locations
in Dallas. These branch locations are an important source of bank funding and fee income. Retail products
consist of both traditional deposit accounts such as checking, savings, money market, and certificates of
deposit, and a wide array of consumer loan and electronic banking alternatives. The Bank continues to
emphasize the cultivation of retail market opportunities and investment in retail staff to help expand and
deepen customer relationships.

The Bank maintains a strong community orientation by, among other things, supporting active
participation of all employees in local charitable, civic, school, and church activities. The Bank has a variety of
community outreach programs and is involved in supporting non-profit organizations in a number of ways.
Several banking offices also appoint selected customers to a business development board that assists in
introducing prospective customers to the Bank and in developing or modifying products and services to better
meet customer needs.



The Mortgage Company

The Company originates residential and commercial mortgage loans both for its own portfolio and to sell
to investors with servicing rights retained through its ownership of Amegy Mortgage. Amegy Mortgage also
purchases mortgage servicing rights, promotes residential and commercial construction financing to builders
and developers, and acts as a broker in the origination of multi-family and commercial real estate loans.
Amegy Mortgage has production offices in Fort Bend and Montgomery Counties, Texas and, as a result of the
January 31, 2004 merger with Reunion Bancshares, Inc. (“Reunion”), in Dallas, Texas. Amegy Mortgage’s
corporate offices are located in The Woodlands, Texas.

Amegy Mortgage is an approved seller/servicer for Federal National Mortgage Association (“FNMA”)
and Federal Home Loan Mortgage Corporation (“FHLMC”) and an approved issuer of Government
National Mortgage Association (“GNMA”) mortgage-backed securities. Amegy Mortgage is also a HUD-
Approved Title II nonsupervised mortgagee. During 2004, Amegy Mortgage funded approximately
$278.8 million in residential mortgage loans, $188.5 million in commercial real estate loans, and $193.0 mil-
lion in residential and commercial construction loans.

Competition

The banking business is highly competitive and the profitability of the Company depends principally upon
the Company’s ability to compete in its market area. The Company competes with other commercial and
savings banks, savings and loan associations, credit unions, finance companies, mutual funds, insurance
companies, brokerage and investment banking firms, asset-based non-bank lenders, and certain other non-
financial institutions, including certain governmental organizations which may offer subsidized financing at
lower rates than those offered by the Company. The Company has been able to compete effectively with other
financial institutions by emphasizing technology and customer service, including local office decision-making
on loans, establishing long-term customer relationships and building customer loyalty, and providing products
and services designed to address the specific needs of its customers. Total bank deposits in the Houston area
were approximately $74 billion and deposits in the Dallas-Fort Worth Metroplex totaled approximately
$84 billion as of June 30, 2004.

Emplbyees

As of December 31, 2004, the Company had 2,126 full-time equivalent employees, 756 of whom were
officers. Employees of the Company enjoy a variety of employee benefit programs, including a stock option
plan, a restricted stock plan, a 401 (k) plan, various comprehensive medical, accident and group life insurance
plans, and paid vacations. The Company considers its relations with its employees to be excellent.

Economic Conditions

The Company’s success is dependent to a significant degree on economic conditions in the eight-county
region comprising the Houston metropolitan area, which the Company defines as its primary market. The
banking industry in Texas and in Houston is affected by general economic conditions including the effects of
inflation, recession, unemployment, real estate values, energy prices, trends in the national and global
economies, and other factors beyond the Company’s control. During the mid-1980’s, severely depressed oil
and gas prices and levels of activity in the energy industries materially and adversely affected the Texas and
Houston economies, causing recession and unemployment in the region and resulting in excess vacancies in
the Houston real estate market and elsewhere in the State. Since 1987, however, the Houston metropolitan
economy has gained nearly 730,000 jobs, averaging an annual growth rate of 2.6%. Houston is currently the
corporate headquarters for 20 Fortune 500 companies. The job count at December 31, 2004 is estimated to be
2.14 million, which is more than the states of Alabama, Louisiana, South Carolina or Kentucky. In 2004,
Houston registered a net gain of 38,600 jobs, or 1.7 percent job growth, which outperformed Texas and all of
the state’s major metropolitan areas. Job growth for 2005 is forecasted to be 39,000, or 1.8 percent.

On January 31, 2004, the Company expanded its branch presence in Texas into the Dallas-Fort Worth
market with the merger with Reunion. The Dallas-Fort Worth market represents a significant growth
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opportunity as it is estimated that two-thirds of the economic activity in Texas is accounted for by the markets
in Houston and the Dallas-Fort Worth Metroplex. These two markets represent approximately $177 billion in
bank deposits. The Dallas-Fort Worth economy is driven by the distribution, transportation, and telecom
industries and is the corporate headquarters for 19 Fortune 500 companies. At year-end, the Dallas-
Fort Worth area had 5.8 million residents and a job base of approximately 2.4 million jobs. Job growth for
2004 was 0.9 percent and is anticipated to increase by 2 percent for 2005.

Since 1987, the Houston area economy has diversified from being primarily energy dependent to one that
is now influenced by national and global economic trends as well as activity in the energy industries. The
energy independent sectors of the Houston area economy have grown at an annual compounded rate of 5.9%
since 1981. As a result, it i3 estimated that the upstream sector of the energy industry now accounts for
approximately 31% of economic activity, down from 69% in 1981. Nonetheless, an economic recession or a
delayed recovery over a prolonged period of time in the Houston area could cause an increase in the level of
the Company’s nonperforming assets and loan losses, thereby causing operating losses, impairing liquidity and
eroding capital. There can be no assurance that future adverse changes in the local economy would not have a
material adverse effect on the Company’s consolidated financial condition, results of operations, and cash
flows.

Supervision and Regulation

The federal banking laws contain numerous provisions affecting various aspects of the business and
operations of the Bank and the Company. The following descriptions of and references herein to applicable
statutes and regulations, which are not intended to be complete descriptions of these provisions or their effects
on the Company or the Bank, are summaries and are gualified in their entirety by reference to such statutes
and regulations.

The Bank

As a national banking association, the Bank is principally supervised, examined and regulated by the
Office of the Comptroller of the Currency (the “OCC”). The OCC regularly examines such areas as capital
adequacy, reserves, loan portfolio, investments, and management practices. The Bank is currently a participant
in the OCC’s “midsize” bank program. This program supplies the Bank with a full time examiner-in-charge
that oversees a continuous examination process. The OCC may exercise cease and desist and other
enforcement powers over the Bank if its actions represent unsafe or unsound practices or violations of law.
Since the deposits of the Bank are insured by the Bank Insurance Fund (“BIF”) of the Federal Deposit
Insurance Corporation (the “FDIC”), the Bank is also subject to regulation and supervision by the FDIC.
Because the Board of Governors of the Federal Reserve System (the “Federal Reserve Board”) regulates the
Company, and because the Bank is a member of the Federal Reserve System, the Federal Reserve Board also
has regulatory authority that affects the Bank.

Restrictions on Transactions with Affiliates and Insiders. The Bank is subject to certain federal statutes
limiting transactions between the Company and its nonbanking affiliates. Loans or other credit extensions to,
asset purchases from and investments in affiliates of the Bank, meaning the Company or any of its nonbanking
subsidiaries, are limited individually in amount to 10 percent of the Bank’s capital and surplus and, with
respect to the Company and all of its nonbanking subsidiaries together, to an aggregate of 20 percent of the
Bank’s capital and surplus. Furthermore, such loans and extensions of credit, as well as certain other
transactions, are required to be collateralized in specified amounts.

In addition, certain transactions between the Bank and its affiliates must be on terms substantially the
same, or at least as favorable to the Bank, as those prevailing at the time for comparable transactions with or
involving other nonaffiliated persons. In the absence of such comparable transactions, any transaction between
the Bank and its affiliates must be on terms and under circumstances, including credit standards, that in good
faith would be offered to or would apply to nonaffiliated persons.

The restrictions on loans to directors, executive officers, principal shareholders and their related interests
(collectively referred to herein as “insiders”) contained in the Federal Reserve Act and Regulation O apply to
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all insured institutions and to the insiders of the institution’s affiliates. These restrictions include limits on loan
amounts to one borrower and their related interests, and conditions that must be met before such loans can be
made. There is also an aggregate limitation on all loans to insiders and their related interests. These loans
cannot exceed the institution’s total unimpaired capital and surplus, and the OCC may determine that a lesser
amount is appropriate. Insiders are subject to enforcement actions for knowingly accepting loans in violation of
applicable restrictions.

Examinations. The Federal Deposit Insurance Corporation Improvement Act of 1991 (“FDICIA”),
revised the bank regulatory and funding provisions of the Federal Deposit Insurance Corporation Act and
made revisions to several other banking statutes. Under FDICIA, all insured institutions must undergo regular
on-site examination by their appropriate banking agency and such agency may assess the institution for its
costs of conducting the examination. The OCC periodically examines and evaluates national banks. Based
upon such an evaluation, the OCC may revalue the assets of a national bank and require that it establish
specific reserves to compensate for the difference between the OCC-determined value and the book value of
such assets. The Bank is currently a participant in the OCC’s “midsize” bank program. This program supplies
the Bank with a full time examiner-in-charge that oversees a continuous examination process.

Prompt Corrective Action. In addition to the capital adequacy guidelines, FDICIA requires the OCC to
take “prompt corrective action” with respect to any national bank which does not meet specified minimum
- capital requirements. The applicable regulations establish five capital levels, ranging from “well capitalized” to
“critically undercapitalized,” which authorize, and in certain cases require, the OCC to take certain specified
supervisory action. Under regulations implemented under FDICIA, a national bank is considered well
capitalized if it has a total risk-based capital ratio of 10.0% or greater, a Tier 1 risk-based capital ratio of 6.0%
or greater, and a leverage ratio of 5.0% or greater, and it is not subject to an order, written agreement, capital
directive, or prompt corrective action directive to meet and maintain a specific capital level for any capital
measure. A national bank is considered adequately capitalized if it has a total risk-based capital ratio of 8.0%
or greater, a Tier | risk-based capital ratio of at least 4.0% and a leverage capital ratio of 4.0% or greater (or a
leverage ratio of 3.0% or greater if the institution is rated composite 1 in its most recent report of examination,
subject to appropriate federal banking agency guidelines), and the institution does not meet the definition of
an undercapitalized institution. A national bank is considered undercapitalized if it has a total risk-based
capital ratio that is less than 8.0%, a Tier 1 risk-based capital ratio that is less than 4.0%, or a leverage ratio
that is less than 4.0% (or a leverage ratio that is less than 3.0% if the institution is rated composite 1 in its most
recent report of examination, subject to appropriate federal banking agency guidelines). A significantly
undercapitalized institution is one which has a total risk-based capital ratio that is less than 6.0%, a Tier 1 risk-
based capital ratic that is less than 3.0%, or a leverage ratio that is less than 3.0%. A critically undercapitalized
institution is one which has a ratic of tangible equity to total assets that is equal to or less than 2.0%. Under
certain circumstances, a well capitalized, adequately capitalized or undercapitalized institution may be treated
as if the institution were in the next lower capital category.

With certain exceptions, national banks will be prohibited from making capital distributions or paying
management fees to a holding company if the payment of such distributions or fees will cause them to become
undercapitalized. Furthermore, undercapitalized national banks will be required to file capital restoration plans
with the OCC. Such a plan will not be accepted unless, among other things, the banking institution’s holding
company guarantees the plan up to a certain specified amount. Any such guarantee from a depository
institution’s holding company is entitled to a priority of payment in bankruptcy. Undercapitalized national
banks also will be subject to restrictions on growth, acquisitions, branching and engaging in new lines of
business unless they have an approved capital plan that permits otherwise. The OCC also may, among other
things, require an undercapitalized national bank to issue shares or obligations, which could be voting stock, to
recapitalize the institution or, under certain circumstances, to divest itself of any subsidiary.

The federal banking agencies are authorized by FDICIA to take various enforcement actions against any
significantly undercapitalized national bank, any bank holding company owning such bank, and any national
bank that fails to submit an acceptable capital restoration plan or fails to implement a plan accepted by the
OCC. These powers include, among other things, requiring the institution to be recapitalized, prohibiting asset
growth, restricting interest rates paid, requiring prior approval of capital distributions by any bank holding
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company which controls the institution, requiring divestiture by the institution of its subsidiaries or by the
holding company of the institution itself, requiring new election of directors, and requiring the dismissal of
directors and officers.

Significantly and critically undercapitalized national banks may be subject to more extensive control and
supervision. The OCC may prohibit any such institution from, among other things, entering into any material
transaction not in the ordinary course of business, amending its charter or bylaws, or engaging in certain
transactions with affiliates. In addition, critically undercapitalized institutions generally will be prohibited from
making payments of principal or interest on outstanding subordinated debt. Within 90 days of a national bank
becoming critically undercapitalized, the OCC must appoint a receiver or conservator unless certain findings
are made with respect to the prospect for the institution’s continued viability.

As of December 31, 2004, the Bank met the capital requirements of a “well capitalized” institution.

" Dividends. There are certain statutory limitations on the payment of dividends by national banks.
Without approval of the OCC, dividends may not be paid by the Bank in an amount in any calendar year
which exceeds the Bank’s total net income for that year, plus its retained earnings for the preceding two years,
less any required transfers to capital surplus. In addition, a national bank may not pay dividends in excess of
total retained profits, including current year’s earnings after deducting bad debts in excess of reserves for
losses. In some cases, the OCC may find a dividend payment that meets these statutory requirements to be an
unsafe or unsound practice. Under FDICIA, the Bank cannot pay a dividend if it will cause the Bank to be
undercapitalized.

FDIC Insurance Assessments

The FDIC has adopted a risk-based assessment system for insured depository institutions that takes into
account the risks attributable to different categories and concentrations of assets and liabilities. The risk-based
system assigns an institution to one of three capital categories: (i) well-capitalized, (ii) adequately capitalized,
or (iii) undercapitalized. These three categories are substantially similar to the prompt corrective action
categories, with the “undercapitalized” category including institutions that are undercapitalized, significantly
undercapitalized, and critically undercapitalized for prompt corrective action purposes. An institution is also
assigned by the FDIC to one of three supervisory subgroups within each capital group. The supervisory
subgroup to which an institution is assigned is based on an evaluation provided to the FDIC by the institution’s
primary federal regulator and information which the FDIC determines to be relevant to the institution’s
financial condition and the risk posed to the deposit insurance funds. The supervisory subgroup to which an
institution is assigned by the FDIC is confidential and may not be disclosed. An institution’s insurance
assessment rate is then determined based on the capital category and supervisory category to which it is
assigned.

Under the risk-based assessment system there are nine assessment risk classifications (i.e., combinations
of capital groups and supervisory subgroups) to which different assessment rates are applied. Assessment rates
for deposit insurance currently range from zero basis points to 27 basis points. A bank’s rate of deposit
insurance assessments will depend on the category and subcategory to which the bank is assigned by the
FDIC. Any increase in insurance assessments could have an adverse effect on the earnings of insured
institutions, including the Bank.

Insurance of deposits may be terminated by the FDIC upon a finding that the institution has engaged in
unsafe and unsound practices, is in an unsafe or unsound condition to continue operations, or has violated any
applicable law, regulation, rule, order, or condition imposed by the FDIC or any written agreement entered
into between the institution and the FDIC. Management does not know of any practice, condition or violation
that might lead to termination of deposit insurance.

Conservator and Receivership Powers. FDICIA significantly expanded the authority of the federal
banking regulators to place depository institutions into conservatorship or receivership to include, among other
things, appointment of the FDIC, as conservator or receiver of an undercapitalized institution under certain
circumstances. In the event the Bank is placed into conservatorship or receivership, the FDIC is required,
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subject to certain exceptions, to choose the method for resolving the institution that is least costly to the BIF,
such as liquidation. ‘

Brokered Deposit Restrictions. The Financial Institutions Reform, Recovery, and Enforcement Act of
1989 (“FIRREA”) and FDICIA generally limit institutions which are not well capitalized from accepting
brokered deposits. In general, undercapitalized institutions may not solicit, accept or renew brokered deposits.
Adequately capitalized institutions may not solicit, accept or renew brokered deposits unless they obtain a
waiver from the FDIC. Even in that event, they may not pay an effective yield of more than 75 basis points
over the effective yield paid on deposits of comparable size and maturity in the institution’s normal market
area for deposits accepted from within that area, or the national rate paid on deposits of comparable size and
maturity for deposits accepted from outside the institution’s normal market area.

Consumer Laws and Regulations. In addition to the laws and regulations discussed herein, the Bank is
also subject to certain consumer laws and regulations that are designed to protect consumers in transactions
with banks. While the following list is not exhaustive, these laws and regulations include the Truth in Lending
Act, the Truth in Savings Act, the Electronic Funds Transfer Act, the Expedited Funds Availability Act, the
Fair Credit Reporting Act, the Equal Credit Opportunity Act, the privacy provisions of the Gramm-Leach-
Bliley Act, and the Fair Housing Act, among others. These laws and regulations mandate certain disclosure
requirements and regulate the manner in which financial institutions must deal with customers when taking
deposits or making loans to such customers. The Bank must comply with the applicable provisions of these
consumer protection laws and regulations. as part of its ongoing customer relations.

The Company

The Company is a bank holding company registered under the Bank Holding Company Act of 1956 (the
“BHCA”), and is subject to supervision and regulation by the Federal Reserve Board. The BHCA and other
Federal laws subject bank holding companies to particular restrictions on the types of activities in which they
may engage, and to a range of supervisory requirements and activities, including regulatory enforcement
actions for violations of laws and regulations. As.a bank holding company, the Company’s activities and those
of its banking and nonbanking subsidiaries have in the past been limited to the business of banking and
activities closely related or incidental to banking. Under the Gramm-Leach-Bliley Act (see discussion below),
however, bank holding companies and national banks have broadened authority, subject to limitations, to
engage in activities that are financial in nature if the bank subsidiary is well capitalized and well managed and
has at least a satisfactory rating under the Community Reinvestment Act.

Because the Company is a legal entity separate and distinct from its subsidiaries, its right to participate in
the distribution of assets of any subsidiary upon the subsidiary’s liquidation or reorganization is subject to the
prior claims of the subsidiary’s creditors. In the event of a liquidation or other resolution of the Bank, the
claims of depositors and other general or subordinated creditors of the Bank are entitled to a priority of
payment over the claims of holders of any obligation of the institution to its shareholders, including any
depository institution holding company (such as the Company) or any shareholder or creditor thereof. -

Safe and Sound Banking Practices. Bank holding companies are not permitted to engage in unsafe and
unsound banking practices. FIRREA expanded the Federal Reserve Board’s authority to prohibit activities of
bank holding companies and their nonbanking subsidiaries that represent unsafe and unsound banking
practices -or that constitute violations of laws or regulations. Notably, FIRREA increased the amount of civil
money penalties which the Federal Reserve Board can assess for certain activities conducted on a knowing and
reckless basis, if those activities caused a substantial loss to a depository institution. The penalties can be as
high as $1,000,000 for each day the activity continues. FIRREA also expanded the scope of individuals and
entities against which such penalties may be assessed.

Stock Repurchases. A holding company is required to give the Federal Reserve Board prior notice of
any redemption or repurchase of its own equity securities, if the consideration to be paid, together with the
consideration paid for any repurchases or redemptions in the preceding year, is equal to 10 percent or more of
the company’s consolidated net worth. The Federal Reserve Board may oppose the transaction if it believes
that the transaction would constitute an unsafe or unsound practice or would violate any law or regulation. A
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holding company may not impair its subsidiary bank’s soundness by causing it-to make funds available to
nonbanking subsidiaries or their customers if the Federal Reserve Board believes it not prudent to do so.

Annual Reporting; Examinations. The Company is required to file an annual report with the Federal
Reserve Board, and such additional information as the Federal Reserve Board may require pursuant to the
BHCA. The Federal Reserve Board may examine a bank holding company or any of its sub51d1ar1es and
charge the Company for the cost of such an examination.

Capital Adequacy Requirements. .The Federal Reserve Board has adopted a system using risk-based
capital guidelines to evaluate the capital adequacy of bank holding companies: Under the guidelines, specific
categories of assets and certain off-balance sheet assets such as letters of credit are assigned different risk
weights, based generally on the perceived credit risk of the asset. These risk weights are multiplied by
corresponding asset balances to determine a “risk-weighted” asset base. The guidelines require a minimum
total risk-based capital ratio of 8.0% (of which at least 4.0% is required to consist of Tier 1 capital elements).

In addition to the risk-based capital guidelines, the Federal Reserve Board uses a leverage ratio as an
additional tool to evaluate the capital adequacy of bank holding companies. The leverage ratio is a company’s
Tier 1 capital divided by its total consolidated average assets. Bank holding companies. must maintain a
minimum leverage ratio of at least 3.0%, although most are expected to maintain leverage ratios that are above
this minimum ratio.

The federal banking agencies’ risk-based and leverage ratios are minimum supervisory ratios generally
applicable to banking organizations that meet certain specified criteria, assuming that they have.the highest
regulatory rating. Banking organizations not meeting these criteria are expected to operate with capital
positions well above the minimum ratios. The federal bank regulatory agencies may set capital requirements
for a particular banking organization that are higher than the minimum ratios when circumstances warrant.
Federal Reserve Board guidelines also provide that banking organizations experiencing internal growth or
making acquisitions will be expected to maintain strong capital positions substantially above the minimum
supervisory levels, without significant reliance on intangible assets. In addition, the regulations of the Federal
Reserve Board provide that concentration of credit risk and certain risks arising from nontraditional activities,
as well as an institution’s ability to manage these risks, are important factors to be taken into account by
regulatory agencies in assessing an organization’s overall capital adequacy.

Gramm Leach-Bliley Act

Traditionally, the activities of bank holding companies have been limited to the business of banking and
activities closely related or incidental to banking. Beginning in 1999, however, the Gramm-Leach-Bliley Act
permits bank holding companies to engage in a broader range of financial activities. Specifically, bank holding
companies may elect to become “financial holding companies,” which may affiliate with securities firms and
insurance companies and engage in other activities that are financial in nature -or incidental to a financial
activity. A bank holding company may become a financial holding company under the statute only if each of
its subsidiary banks is well capitalized, is well managed, and has at least a satisfactory- rating under the
Community Reinvestment Act.. Under the statute, the Federal Reserve Board serves as the primary
“umbrella” regulator of financial holding companies with supervisory authority over each parent company and
limited authority over its subsidiaries. The primary regulator of each subsidiary of a financial holding company
depends on the type of activity conducted by the subsidiary. For example, broker-dealer subsidiaries are
regulated largely by securities regulators and insurance subsidiaries are regulated largely by insurance
authorities. A bank holding company that falls out of compliance with such requirement may be required to
cease engaging in certain activities. Any bank holding company that does not elect to become a financial
holding company remains subject to the current restrictions of the Bank Holding Company Act. The
Company has elected not to become a financial holding company. :

Enforcement Powers of the Federal Banking Agencies

The federal banking agencies have broad enforcement powers, including the power to terminate deposit
insurance, impose substantial fines and other civil and criminal penalties, and appoint a conservator or
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receiver. Failure to comply with applicable laws, regulations, and supervisory agreements could subject the
Company or the Bank and their subsidiaries, as well as officers, directors, and other institution-affiliated
parties of these organizations, to administrative sanctions and potentially substantial civil money penalties. In
addition to the grounds discussed above under *“— The Bank — Prompt Corrective Action,” the appropriate
federal banking agency may appoint the FDIC as conservator or receiver for a banking institution (or the
FDIC may appoint itself, under certain circumstances) if any one or more of a number of circumstances exist,
including, without limitation, the fact that the banking institution is undercapitalized and has no reasonable
prospect of becoming adequately capitalized; fails to become adequately capitalized when required to do so;
fails to submit a-timely and acceptable capual restoratlon plan; or matcnally fails to implement an accepted
capital restoration plan.

Imposition of Liability for Undercapitalized Subsidiaries. FDICIA requires bank regulators to take
“prompt corrective action” to resolve problems associated with insured depository institutions whose capital
declines below certain levels. In the event an institution becomes “undercapitalized,” it must submit a capital
restoration plan. The capital restoration plan will not be accepted by the regulators unless each company
having control of the undercapitalized institution guarantees the subsidiary’s- compliance with the capital
restoration plan. Under FDICIA, the aggregate liability of all companies controlling an undercapitalized bank
is limited to the lesser of 5% of the institution’s assets-at the time it became undercapitalized or the amount
necessary to cause the institution to be “adequately capitalized.” The guarantee and limit on liability expire
after the regulators notify the institution that it has remained adequately capitalized for each of four
consecutive calendar quarters. FDICIA grants greater powers to the bank regulators in situations where an
institution becomes “significantly” or “critically” undercapitalized or fails to submit a capital restoration plan.
For example, a bank holding company controlling such an institution can be required to obtain prior Federal
Reserve Board approval of proposed dividends, or mlght be required to consent to a consolidation or to divest
the troubled institution or other affiliates. At December 31, 2004, the Bank met the requlrements of a “well
capitalized” institution and, therefore, these requ1rements presently do not apply to the Company

Acquisitions by Bank Holding Companies: The BHCA requires every bank holding company to obtain
the prior approval of the Federal Reserve Board before it may acquire all or substantially all of the assets of
any.bank, or direct or indirect ownership or control of more than 5% of any class of voting shares of any bank.

USA Patriot Act of 2001

On October 6, 2001, the Uniting and Strengthening America by Providing Appropriate Tools Required to
Intercept and Obstruct Terrorism (“USA Patriot™) Act of 2001 was enacted. The statute increased the power
of the United States Government to obtain access to information and to investigate a full array of criminal
activities. In the area of money laundering activities, the statute added terrorism, terrorism support, and
foreign corruption to the definition of money laundering offenses and increased the civil and criminal penalties
for money laundering; applied certain anti-money laundering measures to United States bank accounts used
by foreign persons; prohibited financial institutioris from establishing, maintaining, administering or managing
a correspondent account with a foreign shell bank; provided for certain forfeitures of funds deposited in United
States interbank accounts by foreign banks; provided the Secretary of the Treasury with regulatory authority
to ensure that certain types of bank accounts are not used to hide the identity of customers transferring funds
and to impose additional reporting' requirements with respect to money laundering activities; and included
other measures. On October 28, 2002, the Department of Treasury issued a final rule concerning compliance
by covered United States financial institutions- with the new statutory anti-money laundering requirement
regarding correspondent accounts established or maintained for foreign banking institutions, including the
requirement that financial institutions take reasonable steps to-ensure that correspondent accounts provided to
foreign banks are not being used to indirectly provide banking services to foreign shell banks. The Company
believes that compliance with the new requirements will not have a material adverse impact on its operations
or financial condition.
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Sarbanes-Oxley Act of 2002

In June 2003, the Securities and Exchange Commission adopted final rules under Section 404 of the
Sarbanes-Oxley Act of 2002. Commencing with this 2004 Annual Report on Form 10-K, the Company is
required to include a report of management on the Company’s internal control over financial reporting. The
internal control report must include a statement of management’s responsibility for establishing and
maintaining adequate control over financial reporting as of year-end; of the framework used by management to
evaluate the effectiveness of the Company’s internal control over financial reporting; and that the Company’s
independent accounting firm has issued an attestation report on management’s assessment of the Company’s
internal control over financial reporting, which report is also required to be filed as part of the Annual Report.
Management’s Report on Internal Control Over Financial Reporting is in Item 9A. Controls and Procedures
which begins on page 44 of this report. The Report of Independent Registered Public Accounting Firm begins
on page 52 of this report. ‘

Effect. of Economic Environment

The policies of regulatory %;uthorities, including the monetary policy of the Federal Reserve Board, have a
significant effect on the operating results of bank holding companies and their subsidiaries. Among the means
available to the Federal Reserve Board to affect the money supply are open market operations in United States
Government securities, changes in the discount rate on member bank borrowings, and changes in reserve
requirements against member bank deposits. These means are used in varying combinations to influence
overall growth and distribution of bank loans, investments, and deposits, and their use may affect interest rates
charged on loans or paid for deposits.

Federal Reserve Board monetary policies have materially affected the operating results of commercial
banks in the past and are expected to continue to do so in the future. The nature of future monetary policies
and the effect of such policies on' the business and earnings of the Company and its subsidiaries cannot be
predicted.

Item 2. FProperties

The Company’s principal executive offices are located at 4400 Post Oak Parkway in Houston, Texas in
space leased by the Company. The principal offices of Amegy Mortgage are located at 4576 Research Forest
Drive in The Woodlands, Texas, in space owned by the Company.

Owned Leased’  Total

Banking offices in the Houston rhetropolitan ArEA . .\t 4] 31

72

Banking offices in the Dallas metropolitan area.................. L 1 4 5
Central department offices ........... ... ... . ool — 2 2
Total ... 42 37 79

The Company has options to renew leases at most locations.

Item 3. Legal Proceedings

The Company is involved in various legal proceedings that arise in the normal course of business. In the
opinion of management of the Company, after consultation with its legal counsel, such legal proceedings are
not expected to have a material adverse effect on the Company’s consolidated financial position, results of
operations, or cash flows.

Item 4. Submission of Matters to a Vote of Security Holders

No matter was submitted during the fourth quarter of the fiscal year covered by this Annual Report to a
vote of the Company’s security holders.
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PART I1

Item 5. Market Jor Registrant’s Common équity, Related Stockholder Matters, and Issuer Purchases of
Equity Securities

The Company’s common stock began trading on the NASDAQ Stéck Market on J anuary 28, 1997, and
was quoted in such Market under the symbol “SWBT”. Effective March 7, 2005, the Company’s stock ticker
symbol changed to “ABNK”. The Company’s common stock was not publicly traded, nor was there an
established market thérefor, prior to January 28, 1997. On March 8, 2005 there were approximately 1,016
holders of record of the Company’s common stock. '

The Company’s principal source of funds to pay cash dividends on its common stock is cash dividends
from the Bank. There are statutory limitations on the payment of dividends by national banks. Without
approval of the OCC, dividends in any calendar year may not exceed the Bank’s total net income for that year,
plus its retained earnings for the preceding two years, less any required transfers to capital surplus or to a fund
for the retirement of any preferred stock. In addition, a dividend may not be paid in excess of a bank’s
cumulative net profits after deducting bad debts in excess of the allowance for loan losses. As of December 31,
2004, approximately $66.7 million was available for payment of dividends by the Bank to the Company under
these restnctlons without regulatory approval. See‘ “Item 1. Business — Supervision and Regulation.”

The following table presents the high and low intra-day sales prices per share of the Company’s common
stock as reported by the NASDAQ and the cash dividends declared per share for each quarter of 2004 and
2003. The common stock sale price and cash dividends per common share were retroactively adjusted for the
Company’s one for one stock dividend paid on July 15, 2004. ,

B 2004 : 2003

- Fourth, Third Second .  First Fourth Third Second First
Quarter Quarter - Quarter Quarter Quarter Quarter Quarter = Quarter’

Common stock sale price:

High ................. $25.01 $22.06 $22.09 $19.96 $19.65 $19.23 $1798 $16.53

Low ... $20.05 $19.50 $18.61 $18.43 $17.60 $16.03 $14.83  $13.80
Cash dividends per eommon T o

share ............. ... $003-%$003 %003 $003 $003 $002 $§ — $ —

On February 2, 2003, the Company’s Board of Directors approved a cash dividend of $0.03 per common
share to be paid on March 15, 2005 to shareholders of record on March 1, 2005.

Recent Sales of Unregistered Securities

None.

Stock Repurchase Plan

During the third quarter of 2001, the Company announced a program to repurchase, from time to time,
up to 1.0 million shares of its common stock. As of December 31, 2004, no shares of the Company § common
stock had been repurchased under this plan.
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item 6. Selected Financial Data

The following consolidated selected financial data should be read in conjunction with the Consolidated
Financial Statements of the Company and the Notes thereto, appearing elsewhere in this Annual Report, and
the information contained in “Item 7. Management’s Discussion and Analysis of Financial Condition and
Results of Operations.” The selected historical consolidated financial data as of the end of and for each of the
five years in the period ended December 31, 2004 are derived from the Company’s Consolidated Financial
Statements which have been audited by independent aqcountants. '

Earnings per common share, cash dividends per common share, book value per common share, average
common shares outstanding, and average common share equivalents presented below were retroactively
adjusted for the Company’s one for one stock dividend paid on July 15, 2004.

Year Ended December 31,
2004 2003 2002 2001 2000
(Dollars in thousands, except per share data)

Income Statement Data:

Interest income .. .......... .. ... ... ..., $ 283,229 § 236,244 $ 235594 § 258,416 $ 269,657
Interestexpense ........ ... ... i i 56,677 45,725 59,775 101,158 121,662
Net interest income. . ...........ccovvninnn.. 226,552 190,519 175,815 157,258 147,995
Provision for loan losses ............ .. ... ... - 10,212 11,850 11,037 7,451 6,960
Net interest income after provision for loan losses 216,340 178,669 164,778 149,807 141,035
Noninterest income . ..., 96,505 83,209 67,136 55,412 40,942
Noninterest EXpenses . . . ... veeereerinnn..... 216,611 173,742 145,715 127,757 115,909
Income before income taxes....... [ 96,234 88,136 86,199 77,462 66,068
Provision for income taxes .......... FE 27,691 27,407 26,993 24,745 22,607
Netincome. ......ooviiiii i, $ 68,543 $ 60,729 $ 59,206 $ 52,717 § 43,461
Per Share Data: . :
Basic earnings per common share!" .. ... ... .. ... $ 099 § 089 $ 0.88 $ 080 $ 0.67
Diluted earnings per common share!” ..... ... .. $ 097 $ 087 $ 086 $ 077 §$ 0.65
Cash dividends per common share ............... $ 0.12 § 0.05 $ — 8 — 3 0.04
Book value per common share................... $ 828 § 730 § 6.58 $ 550 $ 4.56
Average common shares outstanding
(in thousands) .............. ..o 69,104 68,088 66,952 65,710 64,794
Average common share equivalents
(in thousands) .......... ... ... ... 1,771 1,628 1,940 2,442 2,464
Performance Ratios:
Return on average assets ............. e 1.05% 1.14% 1.30% 1.32% 1.23%
Return on average common shareholders’ equity. . . . 12.86% 12.86% 14.55% 15.82% 17.00%
Dividend payout ratio ......... ... ... . ... ..., 12.11% 5.63% — — 5.39%
Taxable-equivalent net interest margin ............ 3.99% 4.04% 435% = 441% 4.57%
Efficiency ratio™ . . ... ... ... . 65.52% 63.26% 60.41% 60.08% 61.20%
Balance Sheet Data¥:
Total assets. . ... $7,505,603 $5,947,133 $5,173,204 $4,401,690 $3,940,827
Securities ... ... il 1,985,237 1,549,398 1,201,200 1,068,315 848,164
Loans ...t 4,646,982 3,588,572 3,219,340 2,759,482 2,511,437
Allowance for loan losses ....................... 49,408 41,611 35,449 30,856 27,665
Total deposits............i i 5,620,043 4,403,239 3,912,049 3,428,633 3,093,870
Short-term borrowings .......... L, 759,624 473,154 408,381 222,168 298,218
Long-term borrowings . .......... P 10,410 206,658 107,049 7,410 7,743
Senior subordinated debenture. . ................. 75,000 — — — —
Junior subordinated deferrable interest debentures . . 149,486 51,547 — — —
Total shareholders’ equity. .. ... P, 580,414 499,321 445,523 361,734 298,125
Capital Ratio:
Average equity to average assets ................. 8.20% 8.82% 8.95% 8.34% 7.23%
Asset Quality Ratios™®"
Nonperforming assets®) to loans and other real
] 1 = 0.55% 0.49% 0.50% 0.53% 0.41%
Net charge-offs to average loans .. ............... 0.15% 0.22% 0.22% 0.17% 0.06%
Allowance for credit losses to total loans .......... 1.11% 1.23% 1.18% 1.17% 1.16%
Allowance for loan losses to nonperforming loans®® 304.50%  326.57% . 236.50%  233.78%  292.69%

() Basic earnings per common share is computed by dividing net income available to common shareholders
by the weighted average number of common shares outstanding for the period. Diluted earnings per
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common share is computed by dividing net income available to common shareholders, adjusted for any
changes in income that would result from the assumed conversion of all potential dilutive common shares,
by the sum of the weighted average number of common shares outstanding and the effect of ali dilutive
potential common shares outstanding for the period.

) At period end, except net charge-offs to average loans.

) Calculated by dividing total noninterest expenses, excluding amortization of intangibles, by net interest
income plus noninterest income, excluding net security gains (losses).

) Nonperforming assets consist of nonperforming loans and other real estate owned.

) Nonperforming loans consist of nonaccrual loans, troubled debt restructurings and loans contractually past
due 90 days or more.

Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations

'SPECIAL CAUTIONARY NOTICE REGARDING FORWARD-LOOKING STATEMENTS

Certain of the matters discussed in this document and in documents incorporated by reference herein,
including matters discussed under the caption “Management’s Discussion and Analysis of Financial Condition
and Results of Operations,” may constitute forward-looking statements for purposes of the Securities Act of
1933, as amended, and the Securities Exchange Act of 1934, as amended, and as such may involve known and
unknown risks, uncertainties and other factors which may cause the actual results, performance or achieve-
ments of the Company to be materiaily different from future results, performance or achievements expressed
or implied by such forward-looking statements. The words “expect,” “anticipate,” “intend,” “plan,” “believe,”

“seek,” “estimate,” and similar expressions are intended to identify such forward-looking statements.

The Company’s actual results may differ materially from the results anticipated in these forward-looking
statements due to a variety of factors, including, without limitation (a) the effects of future economic
conditions on the Company and its customers; (b) the costs and effects of litigation and of unexpected or
adverse outcomes in such litigation; (¢) governmental monetary and fiscal policies, as well as legislative and
regulatory changes; (d) the effect of changes in accounting policies and practices, as may be adopted by the
regulatory agencies, as well as the Financial Accounting Standards Board and other accounting standard
setters; (e) the risks of changes in interest rates on the level and composition of deposits, loan demand, and
the values of loan collateral, securities and interest rate protection agreements, as well as interest rate risks;
(f) the effects of competition from other commercial banks, thrifts, mortgage banking firms, consumer finance
companies, credit unions, securities brokerage firms, insurance companies, money market and other mutual
funds and other financial institutions operating in the Company’s market area and elsewhere, including
institutions operating locally, regionally, nationally and internationally, together with such competitors offering
banking products and services by mail, telephone, computer and the Internet; (g) technological changes;
(h) acquisitions and integration of acquired businesses; (i) the failure of assumptions underlying the
establishment of reserves for loan losses and estimations of values of collateral and various financial assets and
liabilities; and (j) acts of war or terrorism. All written or oral forward-looking statements attributable to the
Company are expressly qualified in their entirety by these cautionary statements.

Management’s Discussion and Analysis of Financial Condition and Results of Operations analyzes the
major elements of the Company’s consolidated financial statements and should be read in conjunction with the
Consolidated Financial Statements of the Company -and Notes thereto and other detailed information
appearing elsewhere in this Annual Report.

For the Years Ended December 31, 2004, 2003 and 2002‘
Overview

This overview of management’s discussion and analysis highlights selected information in this document
and may not contain all of the information that is important to you. For a more complete understanding of
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trends, events, commitments, uncertainties, liquidity, capital resources, and critical accounting estimates, you
should carefully read this entire document. These have an impact on the Company’s financial condition and
results of operations.

Net income was $68.5 million, $60.7 million, and $59.2 million and diluted earnings per common share
was $0.97, $0.87, and $0.86 for the vears ended December 31, 2004, 2003, and 2002, respectively. This
increase in net income was primarily the result of strong loan growth, increases in fee income, and the
maintenance of strong asset quality offset by increases in operating expenses resulting from the Company’s
mergers with Reunion and Klein Bancshares, Inc. (“Klein”) during 2004. Returns on average assets were
1.05%, 1.14%, and 1.30% and returns. on average common shareholders’ equity were 12.86%, 12.86%, and
14.55% for the years ended December 31, 2004, 2003, and 2002, respectively. Return on average assets and
return on average common shareholders’ equity in 2004 were negatively impacted by the decline in the net
interest margin and increases in operating expenses resulting from the Company’s mergers with Reunion and
Klein and the opening of the Dallas operations center, as well as expenses related to compliance work
associated with the Sarbanes-Oxley Act of 2002 and the name change as discussed below. Return on average
assets is calculated by dividing net income by the daily average of total assets. Return on average common
shareholders’ equity is calculated by dividing net income by the daily average of common shareholders’ equity.

Total assets at December 31, 2004, 2003, and 2002 were $7.51 billion, $5.95 billion, and $5.17 billion,
respectively. This growth was a result of a favorable local economy, the mergers with Maxim Financial
Holdings, Inc. {“Maxim”), Reunion and Klein, and the Company’s overall growth strategy. Loans were
$4.65 billion at December 31, 2004, an increase of $1.06 billion, or 29%, from $3.59 billion at December 31,
2003. Loans were $3.22 billion at December 31, 2002. Deposits increased to $5.62 billion at December 31,
2004 from $4.40 billion at December 31, 2003 and $3.91 billion at December 31, 2002. As of December 31,
2004, approximately $297.3 million of loans and $747.2 million of deposits relate to the former Reunion and
Klein branches.

Two principal components of the Company’s growth strategy are expansion through de novo branching
and strategic merger transactions. During 2004, two new branches were opened in the Houston metropolitan
area. The merger with Maxim was completed in July 2003, adding eight branches in Galveston County. The
merger with Reunion closed on January 31, 2004. This transaction added five branch locations in Dallas and
initiated the Company’s entry into the important Dallas-Fort Worth Metroplex market. The Company opened
an operations center in Dallas during the second quarter of 2004 to enable it to offer its treasury management
products to commercial businesses in that market. The merger with Klein was closed on October 1, 2004. This
merger added 27 branches in the attractive northwest quadrant of the Houston metropolitan area to the
Company’s branch network, bringing the total number of branches in Houston to 72 at December 31, 2004.

Taxable-equivalent net interest income increased $37.9 million, or 20%, during 2004 primarily as a result
of the Company’s strong internal loan growth coupled with loans acquired through the mergers with Reunion
and Klein. Investment securities increased during the year as a result of the investment portfolio acquired in
the Klein merger. This increase contributed to the increase in net interest income.

Noninterest income increased $13.3 million, or 16%, to $96.5 million in 2004 compared with $83.2 mil-
lion in 2003 and $67.1 million in 2002. Noninterest income continues to be an important component of the
Company’s net income and comprises 30% of total revenue, defined as net interest income plus noninterest
income, in 2004. The primary drivers of the increase were continued growth in service charge income arising
both from the sale of treasury management products to commercial customers and from retail activities,
increased income from the trust, investment, and foreign exchange groups, and gains from the sale of letters of
credit, loan commitments and from the private equity investment portfolio.

Noninterest expenses increased $42.9 million, or 25%, to $216.6 million in 2004 compared with
$173.7 million in 2003 and $145.7 million in 2002. The primary causes of the increase in noninterest expenses
were the Company’s merger activity, expenses related to the opening of the Dallas operations center, expenses
related to Sarbanes-Oxley compliance, expenses related to the name change, and normal operating expense
increases to support the increase in the levels of the Company’s business. The Company merged with Maxim
on July 1, 2003, Reunion on January 31, 2004, and Klein on October 1, 2004. The operating, core deposit
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intangible amortization, and merger related expenses from these three merged entities incurred during 2004
totaled $23.2 million, compared with $7.7 million of operating, core deposit intangible amortization, and
merger-related expenses incurred in 2003 associated with the Maxim merger. The Company incurred
approximately $900,000 of out-of-pocket expenses related to Sarbanes-Oxley compliance and $630,000 of
expenses related to the change in its name. In addition, the Company continues to invest in its technology
infrastructure and personnel to accommodate the growth in its various business activities, including the sale of
treasury management products and services, and to continually upgrade its capabilities to meet customer and
data security requirements.

Credit quality is an area of importance to the Company and 2004 reflected continued favorable results.
Net charge-offs were 0.15% of average loans, an improvement from the 0.22% experienced during 2003.
Nonperforming assets to total loans and other real estate was 0.55% at December 31, 2004, compared with
0.49% at December 31, 2003. See “— Financial Condition — Loans Held for Investment” for information on
the composition of the loan portfolio.

The Company’s capital position remains strong and in excess of the regulatory minimums to be classified
as “well capitalized.” Its Tier 1 capital ratio of 9.02% and Total Capital ratio of 11.02% were augmented by
the issuance of $35.0 million in trust preferred securities issued by SWBT Statutory Trust II in September
2004 and $60.0 million in trust preferred securities issued by SWBT Statutory Trust III in December 2004
(neither of which are consolidated for reporting purposes) and the issuance of $75.0 million of senior
subordinated debentures in September 2004. The proceeds of these issuances were used to fund the merger
with Klein and to augment the Company’s capital to support the growth in its loan portfolio. See “— Financial
Condition — Liquidity.”

Results of Operations
Year Ended December 31,

2004 2003 2002
(Dollars in thousands)
Taxable — equivalent net interest income .. ............ ... ... ... $232,104  $194,189 $178,494
Taxable — equivalent adjustment ................ G (5,552) (3,670) (2,679)
Net interest income, as reported . .. ... coiit i 226,552 190,519 175,815
Provision for loan losses . ..., I R 10,212 11,850 11,037
INONINtErest INCOMIE . . ..ottt ettt et e e ettt e 96,505 83,209 67,136
INONINETESt EXPENSES . vt v ettt r e ettt et ittt ie e aae e 216,611 173,742 145,715
Income before income taxes ........... ... ... o 96,234 88,136 86,199
Provision for income taxes .. ... 27,691 27,407 26,993
Nt COIMIE . .t e e e $ 68,543 $ 60,729 $§ 59,206
Basic earnings per common share . ....... . ... . oo $ 099 $ 089 § 088
Diluted earnings per common share ... ..........ooevivirnnernn... $§ 097 § 087 § 086
Return on average assets ... ...t 1.05% 1.14% 1.30%
Return on average common sharecholders’ equity ................ ... 12.86% 12.86% 14.55%

Net Interest Income

Net interest income represents the amount by which interest income on interest-earning assets, primarily
securities and loans, exceeds interest expense incurred on interest-bearing liabilities, including deposits and
borrowed funds. Net interest income, the principal source of the Company’s earnings, provided 70% of the
Company’s total revenues in 2004, compared with 70% in 2003 and 72% in 2002. Changes in the level of
interest rates, as well as changes in the amount and type of interest-earning assets and interest-bearing
liabilities, combine to affect net interest income.
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<2004 versus 2003. Taxable-equivalent net interest income was $232.1. million in 2004 compared with
$194.2 million in 2003, an increase of $37.9 million, or 20%. Growth in average interest-earning assets,
primarily loans, was $1.01 billion, or 21%, while taxable-equivalent yields on interest-earning assets decreased
3 basis points to 4.96%. The impact of the growth in average interest-earning assets was partially offset by a
$766.5 million, or 22%, increase in average interest-bearing liabilities that generated $9.1 million of interest
expense in 2004. The cost of average interest bearing liabilities increased by 3 basis points to 1.31% compared
with 1.28% in 2003. The combined effect of the decrease in the taxable-equivalent yield on interest-earning
assets and the increase in cost of interest-bearing liabilities was a 5 basis point decline in the taxable-
equivalent net interest margin for 2004 compared with 2003, to 3.99% from 4.04%. For the year 2004, the
strong growth in interest-earning assets, primarily loans, generated a $51.2 million increase in interest income.

Net interest margin risk is typically related to a narrowing of the margin between the yield on interest-
earning assets and the cost of interest bearing liabilities as the level of market interest rates changes and
changes occur both in the busineds mix and the rate of growth of the Company’s loan and securities portfolios
and the mix and cost of its sources of liabilities used to fund its earnings assets. The Company manages this
risk with asset and liability policies designed to maximize net interest income and the net present value of
future cash flows within authorized risk limits by managing the changes in its deposit and loan pricing, seeking
to match the repricing profile of its interest bearing liabilities and its interest bearing loan portfolio, and by
managing the composition and maturity profile of its securities portfolio. During 2004, the growth in interest-
earning assets, primarily loans, outpaced the growth in internally generated deposits resulting in an increased
reliance on higher cost wholesale funding sources to support this growth. As the market level of interest rates
changes, wholesale funding sources typically will reprice more rapidly than core deposits. To address this
reliance on wholesale funding and to meet its strategic growth objectives, the Company merged with Klein on
October 1, 2004. The Klein merger added $535.6 million in deposits, $163.1 million in loans and
$330.0 million in securities. :

2003 versus 2002. Taxable-equivalent net interest income was $194.2 million in 2003 compared with
$178.5 million in 2002, an increase of $15.7 million, or 9%. Growth in average interest-earning assets,
primarily loans and securities, was $701.3 million, or 17%, while yields decreased 81 basis points to 4.99%. The
impact of the growth in average interest-earning assets was partially offset by a $443.2 million, or 14%,
increase in average interest-bearing liabilities, offset by a decrease in the rate paid on interest-bearing
liabilities of 64 basis points to 1.28% in 2003.
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The following table presents, for the periods indicated, the total dollar amount of interest inceme from
average interest-earning assets and the resultant yields, as well as the interest expense on average interest-
bearing liabilities, expressed both in dollars and rates. Income and yield on interest-earning assets include
amounts to convert tax-exempt income to a taxable-equivalent basis, assuming a 35% tax rate. All average
balances are daily average balances. Nonaccruing loans have been included in the table as loans carrying a
zero yield. Interest on nonaccruing loans is included to the extent it is received. The vyield on the securities
portfolio is based on average historical cost balances and does not give effect to changes in fair value that are
reflected as a component of consolidated shareholders’ equity.

Year Ended December 31,
2004 2003 2002

Average Interest Average ' Average Interest Average  Average Interest  Average
Outstanding Earned/ Yield/ Outstanding Earned/ Yield/ Outstanding Earned/ Yield/
Balance Paid®  Rate Balance PaidV  Rate Balance Paid”  Rate

(Dollars in thousands)

Interest-earning assets:

Loans.................... $4,052,344 $217,876 5.38% $3,362,177 $186,408 5.54% $2,916,959 $178,264 6.11%
Securities ................ 1,715,176 70,179  4.09 1,355,900 52,538 3.87 1,139,017 59,211 520
Federal funds sold and
other .................. 53,610 726 1.35 89,579 968 1.08 50,409 798 1.58
Total interest-earning
assets . ... 5,821,130 288,781 4_.9§% 4,807,656 239914 11_29_% 4,106,385 238,273 ﬂ)%
Less allowance for loan losses . . (49,139) (40,546) (34,067)
5,771,991 4,767,110 4,072,318
Noninterest-earning assets .. .. 730,865 583,177 473,976
Total assets........... $6,502,856 $5,350,287 $4,546,294

Interest-bearing liabilities:
Money market and savings

deposits .......... ... $2,127,079 17,022 0.80% $1,835,565 15,244  0.83% $1,553,178 20,463 1.32%
Time deposits . ............ 1,105,856 22,808 2.06 1,004,928 21,727 2.16 926,001 28,499 3.08
Repurchase agreements and . .

other borrowed funds. .. .. 1,096,049 16,847 1.54 722,038 8,754 1.21 640,141 10,817 1.69

Total interest-bearing
liabilities ........... 4,328,984 56,677 1.31% 3,562,531 _ 45,725 1.28% 3,119,320 _ 59,779 1.92%
Noninterest-bearing liabilities:
Noninterest-bearing
demand deposits....... 1,611,636 1,281,546 994,113
Other liabilities ......... 29,047 34,024 25,872
Total liabilities ........ 5,969,667 4,878,101 4,139,305
Shareholders’ equity ......... 533,189 472,186 406,989
Total liabilities and
shareholders’ equity . . $6,502,856 $5,350,287 $4,546,294
Taxable-equivalent net interest
income................... $232,104 $194,189 $178,494
Taxable-equivalent net interest
spread ....... ..ol 3.65% 3.71% 3.89%
Taxable-equivalent net interest
Margin.........coeeveeens 3.99% 4.04% 4.35%

() For analytical purposes, income from tax-exempt assets, primarily securities issued by state and local
governments or authorities, is adjusted by an increment that equates tax-exempt income to income from
taxable assets assuming a 35% federal income tax rate. The following is a reconciliation of taxable-

equivalent net interest income to net interest income, as reported.
Year Ended December 31,

2004 2003 2002
(Dollars in thousands)
Taxable — equivalent net interest inCOmMe .. ..........covvvvrenn... $232,104 $194,189 $178,494
Taxable — equivalent adjustment ............... ... oo iiiiena.. (5,552) (3,670) (2,679)
Net interest income, as reported . . .....cooitiitiienie e $226,552  $190,519 $175,815




The following table presents the dollar amount of changes in interest income and interest expense for the
major components of interest-earning assets and interest-bearing liabilities and distinguishes between the
increase (decrease) related to higher outstanding balances and the volatility of interest rates. For purposes of
this table, changes attributable to both rate and volume have been allocated proportionately to the change due
to volume and the change due to rate.

Year Ended December 31,

2004 vs. 2003 2003 vs. 2002
Increase (Decrease) Due to Increase (Decrease) Due to
VYolume Rate Days Total Volume Rate * Total

(Dollars in thousands)
Interest-earning assets:

Loans......... . ..o i $37,831  §(6,874) $511  $31,468 $27,209 $(19,065) $ 8,144
Securities. ... 13,807 3,690 144 17,641 11,274 (17,947) (6,673)
Federal funds sold and other....... e (391) 146 3 (242) 620 (450) 170
Total increase (decrease) in taxable- ' :
equivalent interest income . ......... 51,247 (3,038) 658 48,867 39,103 (37,462) 1,641
Interest-bearing liabilities:
Money market and savings deposits . . . . . . 2,388 (652) 42 1,778 3,720 (8,939) (5,219)
Time deposits .....vvvnvenenenno... 2,142 (1,121) 60 1,081 2,429 (9,201) (6,772)
Repurchase agreements and othe ‘
borrowed funds .. ..........: e 4,522 3,547 24 8,093 1,384 (3,447) (2,063)
Total increase (decrease) in interest ) ‘ ,
EXPEMSE .ttt e 9,052 1,774 126 10,952 7,533 (21,587)  (14,054)
Increase (decrease) in taxable-equivalent )
net interest income. ..., $42,195  $(4,812) $532  $37915 $31,570  $(15,875) $ 15,695

On a taxable-equivalent basis, interest income increased by $48.9 million in 2004 as a result of increases
in the average balances of interest-earning assets, primarily loans. The increase in interest income resulting
from higher yields on the securities portfolio of $3.7 million was offset by a decrease in interest income
resulting from declines in the yield earned on the loan portfolio of $6.9 million which was due to a changing
business mix of loans and increased price competition. This increase in interest income was offset by a
$9.1 million increase in interest expense due to higher volumes of interest bearing liabilities and a $1.8 million
increase in interest expense resulting from an increase in the rates paid. The net result was a $37.9 million
increase in taxable-equivalent net interest income in 2004 compared with 2003.

Provision for Loan Losses

The provision for loan losses is determined by management as the amount to be added to the allowance
for loan losses after net charge-offs have been deducted to bring the allowance to a level which, in
management’s best estimate, is necessary to absorb probable losses within the existing loan portfolio. The 2004
provision for loan losses was $10.2 million, a decrease of $1.6 million from 2003. The provision for the year
ended December 31, 2003 was $11.9 million, an increase of $813,000 from the year énded December 31, 2002.
Management regularly reviews the Company’s loan loss allowance in accordance with its standard procedures.
See “— Financial Condition — Loan Review and Allowance for Loan Losses.”

Noninterest Income

Noninterest income grew to $96.5 million for the year ended December 31, 2004, an increase of
$13.3 million, or 16%, from $83.2 million for 2003. Noninterest income was $83.2 million in 2003, an increase
of $16.1 million, or 24%, from $67.1 million for 2002.
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The following table presents the breakout of noninterest income between the bank and the mortgage
company for the periods indicated. '
Year Ended December 31,
2004 2003 2002
Bank Mortgage Combined Bank Mortgage Combined Bank Mortgage Combined
(Dollars in thousands)

Service charges on deposit

ACCOUNTS « v v v v e erene. $46,345 § — $46,345 $40,065 $ — $40,065 $33,936 $§ — $33,936
Investment services ............ 12,682 — 12,682 9,712 — 9,712 9,302 — 9,302
Factoring fee income........... 3,712 — 3712 3,806 — 3,806 4,692 — 4,692
Loan fee income .............. 4,202 2,067 6,269 2,593 2,978 5,571 1,693 1,633 3,326
Bank-owned life insurance

income ......... ... 7,047 — 7,047 6,009 — 6,009 4,860 — 4,360
Letters of credit fee income ... ... 4,201 — 4,201 2,522 —_ 2,522 1,608 — 1,608
Mortgége servicing fees, net of

amortization and impairment . . — 867 867 — 659 659 —  (2,907) (2,907)
Gain on sale of loans, net....... 64 914 978 — 1,522 1,522 472 1,396 1,868
Gain (loss) on sale of securities,

Net ..ot e (12) — (12) 1,224 — 1,224 1,737 — 1,737
Otherincome . ................ 13,697 719 14416 11,024 1,095 12,119 7,909 805 8,714

Total noninterest income . ..... $91,938 $4,567 $96,505 $76,955 $6,254 $83,209 $66,209 § 927 $67,136

Banking Segment. The largest component of noninterest income is service charges on deposit accounts,
which were $46.3 million for the year ended December 31, 2004, compared with $40.1 million for 2003 and
$33.9 million for 2002. These were increases of 16% and 18%, respectively, for 2004 and 2003. Several factors
contributed to this growth. First, the Bank’s treasury management group continues to grow with service
charges from commercial analysis and fee income up $1.9 million, or 11%, in 2004. This success at winning
new business results from the Company’s ability to design custom cost-effective cash management solutions
for middle market and large corporate customers. Second, net non-sufficient funds charges on deposit
accounts were $23.0 million for the year ended December 31, 2004, an increase of $3.8 million, or 20%, from
$19.2 million for the same period last year. Additionally, the total number of deposit accounts grew from
159,860 at December 31, 2002 to 193,701 at December 31, 2003 and to 202,999 at December 31, 2004.

Income on Bank-owned life insurance was $7.0 million for the year ended December 31, 2004, compared
to $6.0 million for 2003 and $4.9 million for 2002. These were increases of 17% and 24%, respectively, for 2004
and 2003. The increases in 2004 and 2003 were attributable to the purchase of $30.0 million of additional
Bank-owned life insurance in the third quarter of 2003.

Other income was $13.7 million for the year ended December 31, 2004, compared with $11.0 million in
2003 and $7.9 million in 2002. The primary reasons for the increase in 2004 were an increase in equxty
investments income from unconsohdated investees and increased rental income.

‘Mortgage Segment. Loan fee income was $2.1 million for the year ended December 31, 2004 compared
with $3.0 million for 2003 and $1.6 million for 2002, Mortgage loan originations were lower in 2004 compared
with 2003 as a result of higher market rates reducing borrower incentives to refinance. Amegy Mortgage
funded $660.3 million of loans for the year ended December 31, 2004 compared with $735.0 million in 2003.
Lower interest rates in 2003 and 2002 contributed to an increase in mortgage refinancings and originations.
The increase in loan fee income of $1.3 million in 2003 was the result of an increase in the Amegy Mortgage
loans funded of $212.0 million to $735.0 million for the year ended December 31, 2003, compared with
$523.0 million in 2002.

Gain on sale of loans, net, was $914,000 for the year ended December 31, 2004, down $608,000, or 40%,
compared with $1.5 million for 2003 and $1.4 million for 2002. The market value of loans held for sale is
impacted by changes in current interest rates. An increase in interest rates results in a decrease in the market
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value of these loans while a decrease in interest rates results in an increase in the market value of these loans.
The principal balances of mortgage loans sold were $174.6 million, $270.0 million, and $180.5 million during
the years ended December 31, 2004, 2003 and 2002, respectively.

Mortgage servicing fees, net of amortization and impairment, were $867,000 for the year ended
December 31, 2004, compared with $659,000 for 2003, and ($2.9) million for 2002. The increase in 2004 is
due to lower levels of refinancing experienced due to the increase in market rates for mortgages during the
vear, The increase in 2003 is primarily due to a provision established for capitalized mortgage servicing rights
in excess of fair value, net of recovery, in the amount of $2.4 miilion in 2002. During 2003, the Company’s
valuation allowance for mortgage servicing rights was fully recovered. For the year ended December 31, 2004,
amortization of capitalized servicing costs was $2.2 million, a decrease of $2.6 million, or 54%, from the
$4.8 million for the year ended December 31, 2003. Amortization of capitalized mortgage servicing costs was
$4.2 million for 2002. Capitalized mortgage servicing costs are expensed against the related fee income as the
underlying loans are paid off, Additicnally, mortgage servicing fees were $3.1 million for the year ended
December 31, 2004 unchanged from $3.1 million for the year ended December 31, 2003. See “Note 8 —
Mortgage Servicing Rights” for further discussion on accounting for these assets. The majority of single family
mortgages originated are sold in the secondary market with servicing retained.

Noninterest Expenses

The following table presents the detail of noninterest expenses for the periods indicated.
Year Ended December 31,

2004 2603 2002
(Dollars in thousands)
Salaries and employee benefits .......... . ... ... $117869 $ 97,176 $ 81,486
OCCUPANCY © . oot ettt e 37,657 29,690 24,066
Professional Services ........ ... el 12,514 9,640 8,626
Core deposit intangible amortization expense ......... S 4,947 1,368 —
Other operating €Xpenses . ... oo v it et evrrnineennnn 43,624 35,368 31,537
Total NOMINtErest EXPENSes . ..o vvve v ineeeaan $216,611  $173,742  $145,715

For the year ended December 31, 2004, noninterest expenses totaled $216.6 million, an increase of
$43.0 million, or 25%, from $173.7 million for 2003, which had increased from $145.7 million for 2002. The
increase in noninterest expenses during these periods was due primarily to increases in salaries and employee
benefits, occupancy expenses, and merger-related expenses as detailed in the table below. Of the $43.0 million
increase in noninterest expenses for 2004, $15.5 million was related to merger-related expenses, core deposit
intangible amortization expense, and operating expenses of the merged entities. Other significant factors
affecting 2004 noninterest expenses were approximately $900,000 in direct expenses for Sarbanes-Oxley
compliance, $630,000 associated with the name change, and $2.2 million of operating expenses associated with
the Dallas operations center opened in 2004.

Salaries and employee benefits expense was $117.9 million for the year ended December 31, 2004, an
increase of $20.7 million, or 21%, from $97.2 million for the year ended December 31, 2003. Salaries and

employee benefits expense for the year ended December 31, 2003 increased $15.7 million, or 19%, from the -

same period in 2002. These increases were due primarily to the impact of employees acquired as a result of the
mergers consummated during these periods and to hiring additional personnel required to accommodate the
Company’s growth. Total full-time equivalent employees at December 31, 2004, 2003, and 2002 were 2,126,
1,760, and 1,481, respectively. ' .

Occupancy expense rose $8.0 million to $37.7 million in 2004. Major categories included within
occupancy expense are building lease expense, depreciation expense and maintenance contract expense.
Building lease expense increased $1.3 million, or 28%, to $5.8 million for the year ended December 31, 2004.
Depreciation expense increased $2.9 million, or 25%, to $15.0 million for the year ended December 31,2004
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and was affected by the merger activity during 2004. This increase was due primarily to additional
depreciation resulting from the ownership of the downtown operations center, depreciation from additional
capital assets and the addition of new branches, including the eight Maxim branches acquired in July 2003,
the five Lone Star Bank branches acquired in January 2004, and the 27 Klein Bank branches acquired in
October 2004. Maintenance contract expense for the year ended December 31, 2004 was $6.7 million, an
increase of $1.1 million, or 19%, compared with $5.6 million in 2003 and $4.0 million in 2002. The Company
has purchased maintenance contracts for major operating systems throughout the organization.

Merger-related expenses related to the mergers with Klein, Reunion, and Maxim were as follows:

Year Ended December 31,
2004 2003 2002
(Dollars in thousands)

Merger salaries and employee benefits ........................... $ 8,908  $1,651 —
Core deposit intangible amortization expense ..................... 4,947 1,368 —
Merger operating €XpenSes . . ... vovvtt e e 9,382 4715  —

Total merger-related EXPenses . ... ...t ir i $23,237  $7.734  $—

The efficiency ratio is a supplemental financial measure utilized in management’s internal evaluation of
the Company and is not defined under generally accepted accounting principles. The efficiency ratio is
calculated by dividing total noninterest expenses, excluding intangible amortization expense, by net interest
income plus noninterest income, excluding net security gains (losses). An increase in the efficiency ratio
indicates that more resources are being utilized to generate the same volume of income, while a decrease
would indicate a more efficient allocation of resources. The Company’s efficiency ratios were 65.52%, 63.26%,
and 60.41% for the years ended December 31, 2004, 2003, and 2002, respectively. The increase in the
efficiency ratio in 2004 is primarily a result of the decline in the net interest margin discussed in “— Results of
Operations — Net Interest Income™ above and the merger-related expenses discussed above. This ratio may
not be a comparable measurement among different financial institutions.

Income Taxes

The provision for income taxes includes the regular federal income tax af the statufory rate, plus the
income tax component of the Texas franchise tax, if applicable. The amount of federal income tax expense is
influenced by the amount of taxable income, the amount of tax-exempt income, the amount of nondeductible
interest expense, and the amount of other nondeductible expenses. Taxable income for the income tax
component of the Texas franchise tax is the federal pre-tax income, plus certain officers salaries, less interest
income from federal securities. For the year ended December 31, 2004, the provision for income taxes was
$27.7 million, an increase of $284,000, or 1%, from $27.4 million of provision for income taxes in 2003 which
increased $414,000, or 2%, from $27.0 million of provision for income taxes in 2002. The Company’s effective
tax rates were 29% for the year ended December 31, 2004 and 31% for the years ended December 31, 2003
and 2002. The reduced tax rate is primarily due to an increase in tax exempt income earned on the Company’s
bank-owned life insurance and other tax exempt securities.

Impact of Inflation

. The effects of inflation on the local economy and on the Company’s operating results have been relatively
modest for the past several years. Since substantially all of the Company’s assets and liabilities are monetary in
nature, such as cash, securities, loans, and deposits, their values are less sensitive to the effects of inflation than
to changing interest rates, which do not necessarily change in accordance with inflation rates. The Company
attempts to control the impact of interest rate fluctuations by managing the relationship between its interest
rate sensitive assets and liabilities. See “— Financial Condition — Interest Rate Sensitivity and Liquidity”
below. ' ‘
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Financial Condition
Loans Held for Investment

Loans held for investment were $4.54 billion at December 31, 2004, an increase of $1.05 billion, or 30%,
from December 31, 2003. Loans held for investment were $3.49 billion at December 31, 2003, an increase of
$373.7 million, or 12%, from $3.12 billion at December 31, 2002. During 2004, $163.8 million and
$163.1 million of loans were acquired through the Reunion merger and the Klein merger, respectively. The
balance of the loan growth was internally generated and resulted from The Company’s successful marketing
and business development initiatives. ‘

During the past five years, loans have grown at a compounded annual growth rate of 18%. This growth is
consistent with the Company’s strategy of targeting large corporate, “middie market” and private banking
customers and providing innovative products with superior customer service. This plan also includes
establishing new branches in areas that demographically complement the existing or targeted customer bases,
pursuing selected mergers and acquisitions that will add new markets, delivery systems, and management
talent to the Company, and leveraging new or existing technology to improve the profitability of the Company
and its customers.

Loans increased during 2004 as the Company continued to expand its market presence in its defined
primary markets. Additionally, at December 31, 2004, approximately $297.3 million of loans relate to the
former Reunion and Klein branches. The Company continues to take a conservative approach to credit
underwriting, which it believes is a prudent course of action, especially in uncertain economic conditions.
While the short-term outlook for economic conditions is unclear, the Company is optimistic about the future
and has continued to invest in new products, services, and personnel that it believes will bring opportunities for
growth and expansion.

The loan portfolio is concentrated in loans to commercial, real estate construction, and land development
enterprises, with the balance in residential and consumer loans. While no specific industry concentration is
considered significant, lending operations are focused primarily on the eight county area around Houston, the
Dallas-Fort Worth market and other urban markets in the State of Texas. An economic recession over a
prolonged period of time in the Houston and Dallas-Fort Worth markets could cause increases in nonperform-
ing assets, thereby causing operating losses, impairing liquidity and eroding capital. There can be no assurance
that future adverse changes in the local economy would not have a material adverse effect on the Company’s
consolidated financial condition, results of operations or cash flows.

Loans classified as shared national credits totaled approximately $767 million at December 31, 2004
compared with $445 million at December 31, 2003. A shared national credit is a term used by the OCC to
describe a lending relationship where three or more banks may lend to one borrower in amounts of $20 million
or more. The Company believes that lending to this market is a natural development arising from its growth in
capital base and its breadth of product offering. The borrowers are typically the largest employers in its defined
marketplace and, due to the size of the economies in Houston and the Dallas-Fort Worth areas, there are a
large number of attractive borrowers headquartered in its primary markets. The Company takes a disciplined
approach to lending in this market segment. Its criteria are: the borrower generally has to be located in the
State of Texas; the Company has to have access to executive management of the borrower; all credit
extensions are based on a relationship banking approach whereby the Company expects to gain additional fee
income or depository business within a reasonable period of time; and regular relationship profitability reviews
are conducted with the goal that only borrowers using multiple banking services are retained. Deposits related
to this market total approximately $335 million, with credit related fee income of $6.5 million and non-credit
related fee income of $6 million realized in 2004.
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The following table summarizes the loan portfolio of the Company by major category as of the dates
indicated:
December 31,
2004 ‘ 2003 2002 2001 2000
Amount  Percent = Amount  Percent Amount  Percent Amount  Percent Amount  Percent
o ’ {(Dollars in thousands)

Commercial and : :
industrial........... $2,048,460 45.12% $1,500,304 42.96% $1,296,849 41.59% $1,084,114 40.56% § 954,912 39.37%

Real estate:

Construction and land '
development . .. ... 796,541 17.55 706,546 20.24 748,272 24.00 698,423 26.13 641,128 26.43

1-4 family
residential . ....... 729,173 16.06 567,009 16.24 . 447,534 14.35 344,133 12.88 335,934 13.85
Commercial ........ 755,929 16.65 521,254 14.93 458,033 14.69 320,336 11.99 265,534 10.95
Farmland .......... 13,414 0.30 "11,140  0.32 7,679 0.25 4854 0,18 5,753 0.24
Other ......... . 62,889 1.39 41,854 1.20 21,693  0.70 25,884  0.97 31,861  1.31
Consumer............ 133,172 2.93 143,566 4.11 137,891  4.42 194,714  7.29 190,376  7.85
Total loans held for
investment .. ... $4,539,578 100.00% $3,491,673 100.00% $3,117,951 100.00% $2,672,458 100.00% $2,425,498 100.00%

The primary lending focus of the Company is on small- and medium-sized commercial, construction and
land development, residential mortgage, and consumer loans. The Company offers a variety of commercial
lending products including term loans, lines of credit, and equipment financing. A broad range of short- to
medium-term commercial loans, both collateralized and uncollateralized, are made available to businesses for
working capital (including inventory and receivables), business expansion (including acquisitions of real estate
and improvements), and the purchase of equipment and machinery. The purpose of a particular loan generally
determines its structure. '

The Company’s commercial loans are generally underwritten on the basis of the borrower’s ability to
service such debt from cash flow. As a general practice, the Company takes as collateral a lien on any available
real estate, equipment, accounts receivable, inventory, or other assets and personal guarantees of company
owners or project sponsors. Working capital loans are primarily collateralized by short-term assets, whereas
term loans are primarily collateralized by long-term assets. ‘

A substantial portion of the Company’s real estate loans consists of loans collateralized by real estate,
other assets, and personal guarantees of company owners or project sponsors. Additionally, a portion of the
Company’s lending activity consists of the origination of single-family residential mortgage loans collateralized
by owner-occupied properties located in the Company’s primary market area. The Company offers a variety of
mortgage loan products which generally are amortized over 10 to 30 years.

Loans collateralized by single-family residential real estate are typically originated in amounts of no more
than 90% of appraised value. The Company typically requires mortgage title insurance and hazard insurance in
the amount of the loan. Although the contractual loan payment periods for single-family residential real estate
loans are generally for a 10 to 30 year period, such loans often remain outstanding for significantly shorter
periods than their contractual terms. The Company also offers home improvement loans and home equity
loans collateralized by single-family residential real estate. The terms of these loans typically range from three
to 15 years.

The Company originates residential and commercial mortgage loans to sell to investors with servicing
rights retained. The Company also provides residential and commercial construction financing to builders and
developers and acts as a broker in the origination of multi-family and commercial real estate loans.

Residential construction financing to builders generally has been originated in amounts of no more than
80% of appraised value. The Company requires a mortgage title binder and builder’s risk insurance in the
amount of the loan. The contractual loan payment periods for residential constructions loans are generally for
a six to eighteen month period.
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Consumer loans originated by the Company include automobile loans, recreational vehicle loans, boat
loans, personal loans (collateralized and uncollateralized), and deposit account collateralized loans. The terms
of these loans typically range from 12 to 84 months and vary based upon the nature of collateral and size of
loan.

The contractual maturity ranges of the commercial and industrial and funded real estate construction and
land development loan portfolio and the amount of such loans with fixed interest rates and floating interest
rates in each maturity range as of December 31, 2004 are summarized in the following table:

Decer}lber 31, 2004

After One
One Year Through After
or Less Five Years Five Years Total
(Dollars in thousands)
Commercial and industrial .. ............. $ 997,035 § 867,539 $183,886  $2,048,460
Real estate construction and land ‘
development......................... 438,487 337,394 20,660 796,541
Total ... ... $1,435,522 $1,204,933  $204,546  $2,845,001
Loans with a fixed interest rate . .. ........ $ 255,587 % 328,800 $ 53,570 $ 637,957
Loans with a floating interest rate......... 1,179,935 876,133 150,976 2,207,044
Total . ... o $1,435,522  $1,204,933-  $204,546  $2,845,001

Loans Held for Sale

Loans held for sale of $107.4 million at December 31, 2004 increased from $96.9 million at December 31,
2003. These loans are primarily single family residential loans and are carried at the lower of cost or market.
The market value of these loans is impacted by changes in current interest rates. An increase in interest rates
would result in a decrease in the market value of these loans while a decrease in interest rates would result in
an increase in the market value of these loans. The business of originating and selling loans is conducted by the
Company’s mortgage segment. '

Credit Management

The Company’s loan review procedures include a credit quality assurance process that includes approval
by the Board of Directors of lending policies and underwriting guidelines, a loan review department staffed, in
part, with OCC experienced personnel, low individual lending limits for officers, loan committee approval for
credit relationships in excess of $4.0 million, and a quality control process for loan documentation. The
Company also maintains a monitoring process for credit extensions in excess of $100,000. The Company
performs quarterly concentration analyses based on various factors such as industries, collateral types, business
lines, large credit sizes, international credit exposure and officer portfolio loads. The Company has established
underwriting guidelines to be followed by its officers. The Company also monitors its delinquency levels for
any negative or adverse trends. The Company continues to invest in its credit risk management systems to
enhance its risk management capabilities.

The Company’s loan portfolio is well diversified by industry type but is generally concentrated in the eight
county region defined as its primary market area. Historically, the Houston metropolitan area has been
affected both positively and negatively by conditions in the energy industry. The Greater Houston Partnership
reports that approximately 31% of economic activity currently is related to the upstream energy industry, down
from 69% in 1981. Since the mid-1980’s, the economic impact of changes in the energy industry has been
lessened due to the diversification of the Houston economy driven by growth in such economic entities as the
Texas Medical Center, the Port of Houston, the Johnson Space Center, and government infrastructure
spending to support the population and job growth in the Houston area. As a result, the economy of the
Company’s primary market area has become increasingly affected by changes in the national and international
economies. . :
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The Company monitors changes in the level of energy prices, real estate values, borrower collateral, and
the level of local, regional, national, and international economic activity. There can be no assurance, however,
the Company’s Joan portfolio will not become subject to increasing pressures from deteriorating borrower
credit due to changes in general economic conditions.

Allowance for Credit Losses

The allowance for credit losses represents management’s estimate of probable losses inherent in various
on- and off-balance sheet financial instruments. The allowance is established through a provision for credit
losses based on management’s evaluation of the risk inherent in the loan portfolio and in unfunded
commitments. The allowance is increased by provisions charged against current earnings and reduced by net
charge-offs. Loans are charged off when they are deemed to be uncollectible; recoveries are recorded only
when cash payments are received.

At least quarterly, the Company’s Allowance for Loan Losses Committee and the Board Loan Commit-
tee review the allowance for credit losses relative to the risk profile of the Company’s loan portfolio and
unfunded commitments. The allowance is adjusted based on that review if changes are warranted.

The allowance has several components, which include specific reserves, migration analysis reserves,
qualitative adjustments, a general reserve component, and a separate reserve for international, cross-border
risk (allocated transfer risk reserve “ATRR”).

Specific reserves cover those loans that are nonperforming or impaired. All impaired loans are evaluated
per SFAS No. 114, Accounting by Creditors for Impairment of a Loan (“SFAS No. 114”). For impaired loans
greater than or equal to $1.0 million, an allowance is established when the present value of the discounted
expected cash flows (or collateral value or observable market price) is lower than the carrying value of that
loan. For impaired loans less than $1.0 million, a determination is made as to the ultimate collectibility of the
loan and a reserve is established for any expected shortfall.

Migration analysis reserves cover performing loans both classified and non-classified, excluding those
loans specifically evaluated for impairment reserve applicability. The migration reserve is established for
commercial real estate and commercial non-real estate loans by analyzing historical loss experience by internal
risk rating. The migration analysis reserve for consumer loans is established by analyzing historical loss
experience by collateral type.

Qualitative adjustments serve to modify the migration analysis reserves after considering various internal
and external factors that management believes may have a material impact on the loss probabilities within the
loan portfolio. The qualitative factors include, but are not limited to, economic factors affecting the Bank’s
primary market area, changes in the nature and volume of the loan and lease portfolio, the composition of
unfunded commitments, concentrations of credit within industries and lines of business, the experience level of
the lending management and staff, and the quality of the Bank’s credit risk management systems.

The general reserve covers general economic uncertainties as well as the imprecision inherent in any loan
loss forecasting methodology. It will vary over time depending on existing economic, industry, organization,
and portfolio conditions.

The qualitative adjustments, ATRR, and general reserve are allocated to the loan portfolio categories on a
risk adjusted, pro-rata basis utilizing the relative reserve contributions of each portfolio segment based on the
migration analysis.

The Company also maintains a reserve for unfunded commitments to provide for the risk of loss inherent
in its unfunded lending related commitments. In the fourth quarter of 2004, the allowance for losses on lending
related commitments was reclassified from the allowance for loan losses to other liabilities. Previously reported
amounts were reclassified to conform to the current presentation. The reclassifications had no effect on net
income or shareholders’ equity. '

The allowance for credit losses increased by $8.3 million from December 31, 2003 as a result of the
increase in loans held for investment, net charge-offs of $5.9 million, the allowance for loan losses acquired
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through the mergers with Reunion and Xlein of $3.5 million, provision for loan losses of $10.2 million, and
provision for unfunded lending commitments of $454,000. At December 31, 2004, the allowance for credit
losses was 1.11% of period-end loans, a decrease from 1.23% at December 31, 2003. For the year ended
December 31, 2004, net charge-offs to average loans was 0.15%. The net charge-offs average for all FDIC
insured commercial banks was 0.61% for the nine months ended September 30, 2004.

Management believes that the allowance for credit losses at December 31, 2004 is adequate to cover
probable losses inherent in the loan and commitment portfolio as of such date. There can be no assurance,
however, that the Company will not sustain losses in future periods which could be greater than the size of the
allowance as of December 31, 2004.

The following table presents, for the periods indicated, an analysis of the allowance for credit losses and
other related data:

Year Ended December 31,

2004 2003 2002 2001 2000
(Dollars in thousands)
Allowance for loan losses, beginning balance ...... $41,611  $35.449 $30,856 $27,665 $22,044
Provision for loan losses .. ...................... 10,212 11,850 11,037 7,451 6,960
Charge-offs:
Commercial and industrial . ................... (3,995) (2,986) (5,784)  (3,663) (714)
Real estate:
Construction and land development ........ (54) (34) {(107) (65) (208)
1-4 family residential .................... (1,070) (252) (126) (171) —
Commercial .............. ... ... ... ... — {911) (38) — —
Farmland ........ ... ... ... ... .. — — — — —
Other ... . i e (2,017)  (2,742) (64) (94) (100)
Consumer. . ...ttt (1,896)  (1,340) (973) (1,037 (1,071)
Total charge-offs .............. ... ... .......... (9,032)  (8,265) (7,092) (5,030) (2,093)
Recoveries:
Commercial and industrial . ................... 635 203 235 265 485
Real estate:
Construction and land development ........ 1 — — — 7
1-4 family residential .................... 106 — 14 59 —
Commercial ............................ — — — — -
Farmland ..... e — — — — —
Other ... ... . i 1,700 378 136 51 —
CONSUIMIET . .\ ot et e i 705 570 351 395 262
Total recoveries . ......... ... i 3,147 1,151 736 770 754
Netcharge-offs .......... ... ... ... ... .... (5,885) (7,114) (6,356) (4,260)  (1,339)
Allowance acquired through mergers and
acquisitions ................ FE 3,470 1,426 _— —_ —
Adjustment for sale of subsidiary ................ — — (88) — —
Allowance for loan [osses, ending balance ......... 49,408 41,611 35,449 30,856 27,665
Reserve for unfunded lending commitments,
beginning balance .............. ... ... 1,397 1,247 534 485 392
Provision for unfunded lending commitments . ..... 454 150 713 49 93
Reserve for unfunded lending commitments, ending
balance . ....... ... . . 1,851 1,397 1,247 534 485
Allowance for credit losses...................... $51,259  $43,008 $36,696 $31,390 $28,150
Allowance for loan losses:
as a % of period-end loans . ................. 1.07% 1.19% 1.14% 1.15% 1.14%
as a % of period-end nonperforming loans . . . .. 304.50% 326.57% 236.50% 233.78% 292.69%
Allowance for credit losses:
as a % of period-end loans .. ................ 1.11% 1.23% 1.18% 1.17% 1.16%
Net charge-offs as a % of average loans........... 0.15% 0.22% 0.22% 0.17% 0.06%
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The following table reflects the distribution of the allowance for loan losses among various categories of
loans based on collateral types for the dates indicated. The Company has allocated portions of its general
allowance for loan losses to cover the estimated losses inherent in particular risk categories of loans. This
allocation is made for analytical purposes and is not necessarily indicative of the categories in which loan
losses may occur. The total allowance is available to absorb losses from any category of loans.

December 31,
2004 2003 2002 2001 2000
Percent of Percent of Percent of Percent of Percent of
Loans to Loans to Loans to Loans to Loans to

Amount Total Loans Amount Total Loans Amount Total Loans Amount Total Loans Amount Total Loans
(Dollars in thousands)

Balance of allowance for loan
losses applicable to:
Commercial and
industrial ............... $26,285 45.12% $24,762 42.96% $15,094 41.59% $13,321 40.56% $12,012 39.37%

Real estate:
Construction and land

development . ......... 7,547 17.55 5,208 20.24 6,512 24.00 7,244 26.13 5,594 26.43
1-4 family
residential ............ 6,569 16.06 2,241 16.24 3,827 14.35 2,621 12.88 3,221 13.85
Commercial ............ 5,778 16.65 4,962 14.93 5,676 14.69 3,328 11.99 2,618 10.95
Farmland............... 156 0.30 34 0.32 50 0.25 33 0.18 39 0.24
Other.................. 868 1.39 2,448 1.20 1,028 0.70 1,104 0.97 1,246 1.31
Consumer ................ 2,208 2.93 1,956 4.11 3,262 4.42 3,205 7.29 2,935 7.85
Total allowance for loan
losses .. ....covvnn.. $49,408  100.00% $41,611 100.00% $35,449 100.00% $30,856 100.00% $27,665 100.00%

Nonperforming Assets and Impaired Loans

Nonperforming assets, which include nonaccrual loans, accruing loans 90 or more days past due,
restructured loans, and other real estate and foreclosed property, were $25.1 million at December 31, 2004,
compared with $17.0 million at December 31, 2003 and $15.7 million at December 31, 2002. This resulted in a
ratio of nonperforming assets to loans and other real estate of 0.55%, 0.49%, and 0.50% at December 31, 2004,
2003, and 2002, respectively. The increase in nonperforming assets is primarily due to an increase in other real
estate and foreclosed property of $4.7 million to $8.9 million at December 31, 2004 compared with
$4.2 million at December 31, 2003. The increase in other real estate and foreclosed property is primarily
caused by the foreclosure on a fetail shopping center during 2004. Nonaccrual loans, the largest component of
nonperforming assets, were $14.2 million at December 31, 2004, an increase of $2.8 million from $11.4 million
at December 31, 2003. The increase is primarily due to the addition of one middle market commercial credit
in the amount of $3.5 million to nonaccrual status during the fourth quarter of 2004.

The following table presents information regarding nonperforming assets as of the dates indicated:
December 31,

2004 2003 2002 2001 2000
(Dollars in thousands)

Nonaccrual loans. .......... ... $14,174  $11,443  $13,113  $11,020  $8,345
Accruing loans 90 or more days past due .......... 2,052 1,299 1,876 2,179 1,107
Restructured loans ............ ... ... ... ih.. — — — — —
Other real estate and foreclosed property........... 8,887 4,248 760 1,037 454

Total nonperforming assets .................... $25,113  $16,990 315,749 $14,236  $9,906
Nonperforming assets to loans and other real estate. . 0.55% 0.49% 0.50% 0.53% 0.41%

Loans on which the accrual of interest has been discontinued are designated as nonaccrual loans. Loans
are designated as nonaccrual when reasonable doubt exists as to the full collection of interest and principal.
When a loan is placed on nonaccrual status, all interest previously accrued but not collected is reversed against
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current period interest income. Income on such loans is then recognized only to the extent that cash is
received and where the future collection of interest and principal is probable. Interest accruals are resumed on
such loans only when they are brought fully current with respect to interest and principal and when, in the
judgment of management, the loans are estimated to be fully collectible as to both principal and interest.
Gross interest income on nonaccrual loans that would have been recorded had these loans been performing as
agreed was $1.2 million, $1.1 million, and $1.0 million for the years ended December 31, 2004, 2003, and
2002, respectively.

The Company regularly updates appraisals on loans collateralized by real estate, particularly those
categorized as nonperforming loans and potential problem loans. In instances where updated appraisals reflect
reduced collateral values, an evaluation is made to determine the need, if any, for possible writedowns or
appropriate additions to the allowance for loan losses.

A loan is considered impaired, based on current information and events, if management believes that the
Company will be unable to collect all amounts due according to the contractual terms of the loan agreement.
All amounts due according to the contractual terms means that both the contractual interest payments and the
contractual principal payments of a loan will be collected as scheduled on the loan agreement. An insignificant
delay or insignificant shortfall in the amount of payment does not require a loan to be considered impaired. If
the measure of the impaired loan is less than the recorded investment in the loan, a specific reserve is
established for the shortfall as a component of the Company’s allowance for loan loss methodology. The
Company considers all nonaccrual loans to be impaired.

The following is a summary of loans considered to be impaired:
December 31,

2004 2003
(Dollars in thousands)
Impaired loans with no SFAS No. 114 valuation reserve . ................ $ 4342 $ 8,838
Impaired loans with a SFAS No. 114 valuation reserve .................. 20,944 7,970
Total recorded investment in impaired loans ......................... $25286  $16,808
Valuation allowance related to impaired loans .. ...... ... ... ... ... ... $ 5848 $ 2,768

The average recorded investment in impaired loans during 2004, 2003, and 2002 was $21.0 million,
$19.9 million, and $22.1 million, respectively. Interest income on impaired loans of $170,000, $0, and
$178,000 was recognized for cash payments received in 2004, 2003 and 2002, respectively. The increase in the
valuation allowance related to impaired loans is the result of an increase in the recorded investment in
impaired loans from $16.8 million at December 31, 2003 to $25.3 million at December 31, 2004.

Securities

At the date of purchase, the Company classifies debt and equity securities into one of three categories:
held to maturity, trading, or available for sale. At each reporting date, the appropriateness of the classification
is reassessed. Investments in debt securities classified as held to maturity are stated at cost, increased by
accretion of discounts and reduced by amortization of premiums, both computed by the interest method, only
if management has the positive intent and ability to hold those securities to maturity. Securities that are
bought and held principally for the purpose of selling them in the near term are classified as trading and
measured at fair value in the financial statements with unrealized gains and losses included in earnings.
Securities not classified as either held to maturity or trading are classified as available for sale and measured at
fair value in the financial statements with unrealized gains and losses reported, net of tax, as a component of
accumulated other comprehensive income (loss) until realized. Gains and losses on sales of securities are
determined using the specific-identification method.
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The amortized cost of securities classified as available for sale and held to maturity is as follows:

December 31,
2004 2003 2002 2001 2000
(Dollars in thousands)

Available for sale:
U.S. Government and agency

securities ............ ... ..., $ 388,061 $ 250,359 § 142032 $ 350,860 $169,069
Mortgage-backed securities ......... 1,237,420 1,101,988 869,872 872,974 618,523
Municipal securities ............... 246,705 152,927 105,143 85,047 27,920
Federal Reserve Bank stock......... 8,511 4,459 4,431 4,230 3,949
Federal Home Loan Bank stock ..... 32,772 25,469 27,188 7,939 17,972
Other securities . .................. 17,196 9,455 30,777 41,169 15,491

Total securities available for sale .. $1,930,665  $1,544,657 $1,179,443  $1,062,219  $852,924

Held to maturity:
Mortgage-backed securities ......... $ 58033 $ — — 3 — 3 —

Total securities held to maturity ... $§ 58,033 § — § — 8 — —

The amortized cost and approximate fair value of securities classified as available for sale and held to
maturity is as follows:

December 31, 2004 December 31, 2003 December 31, 2002
Amortized _Gross Unrealized  poir  Amortiged GToSs Unrealized  pyip  Amortigeg GT0ss Unrealized gy
Cost Gain Loss Value Cost Gain Loss Value Cost Gain Loss Value

(Dollars in thousands)
Auvailable for sale:

U.S. Government and

agency securities ... $ 388,061 § 246 $ (2,623)3 385,684 $ 250,359 § 841 § (102)$ 251,098 $ 142,032 § 1,323 § — $ 143,355
Mortgage-backed ,

securities . ......... 1,237,420 3,820 (11,076) 1,230,164 1,101,988 7,078 (8,320) 1,100,746 869,872 18,077 (1,194) 8R6,755
Municipal securities. . . 246,705 7,564 (1,392) 252,877 152927 5905 (754) 158,078 105,143 3,634  (190) 108,587
Federal Reserve Bank

stock ............. 8,511 — — 8,511 4,459 — — 4,459 4,431 — — 4,431
Federal Home

Loan Bank stock ... 32,772 — — 32,772 25,469 — — 25,469 27,188 — — 27,188
Other securities ... ... 17,196 — — 17,196 9,455 93 — 9,548 30,777 107 — 30,884

Total securities
available for sale ... $1,930,665 $11,630 $(15,091)$1,927,204 $1,544,657 $13,917 $(9,176)$1,549,398 $1,179,443 $23,141 $(1,384)$1,201,200

Held to maturity:

Mortgage-backed
securities. ......... $ 580338% 536 $ — $ 58,569 § -3 -5 -5 — 3 — 3§

Total securities held to ‘
maturity .......... § 580338 536% — 3§ 58569 % -3 —% —% —$ — 3
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The following table displays the gross unrealized losses and fair value of investments as of December 31,
2004 that were in a continuous unrealized loss position for the periods indicated:

Less Than 12 Months Greater Than 12 Months Total
Fair Unrealized Fair Unrealized Fair Unrealized
Value Loss Value Loss Value Loss

(Dollars in thousands)
U.S. Government and agency

securities . ............... $ 272,478 $ (2,623) $ — $ — §$ 272478 $ (2,623)
Mortgage-backed securities. . . 722,889 (7,033) 202,543 (4,041) 925,432 (11,076)
Municipal securities . ........ 36,349 {1,048) 12,668 (344) 69,017 (1,392)

Total ................... $1,051,716  $(10,706) $215,211  $(4,385) §$1,266,927  $(15,091)

Declines in the fair value of individual securities below their cost that are other than temporary would
result in write-downs, as a realized loss, of the individual securities to their fair value. Management believes
that based upon the credit quality of the debt securities and the Company’s intent and ability to hold the
securities until their recovery, none of the unrealized loss on securities should be considered other than
temporary.

Securities were $1.99 billion at December 31, 2004, an increase of $435.8 from $1.55 billion at
December 31, 2003. During 2003, securities increased $348.2 million from $1.20 billion at December 31,
2002. The average taxable-equivalent yield on the securities portfolio for 2004 was 4.09%, while the average
taxable-equivalent yield was 3.87% in 2003.

Included in the Company’s mortgage-backed securities at December 31, 2004 were agency issued
collateral mortgage obligations with a book value and a fair value of $4.1 million and non-agency issued
collateral mortgage obligations with a book value of $17.4 million and fair value of $17.2 million.

At December 31, 2004, $39.4 million of the mortgage-backed securities held by the Company had final
maturities of more than 10 years. At December 31, 2004, approximately $67.3 million of the Company’s
mortgage-backed securities earned interest at floating rates and will reprice within one year and, accordingly,
were less susceptible to declines in value should interest rates increase.

At December 31, 2004, there were no securities of a single issuer, other than U.S. government-sponsored
agency securities, which exceeded 10% of shareholders’ equity.
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The following table summarizes the maturity distribution schedule of investments and their weighted
average yields at December 31, 2004, The yield on the securities portfolio includes amounts to convert tax-
exempt income to a taxable-equivalent basis, assuming a 35% tax rate. Mortgage-backed securities are
assigned to maturity categories based on their estimated average lives. Equity securities, which have no
maturity date, are included in the within one year category. The yield on the securities portfolio is based on
average historical cost balances and does not give effect to changes in fair value that are reflected as a separate
component of other comprehensive income.

December 31, 2004
After One Year but After Five Years but

Within One Year within Five Years within Ten Years After Ten Years
Amortized Amortized Amortized Amortized
Cost Yield" Cost Yield Cost Vield®) Cost Yield" Total Yield'"

{Dollars in thousands)
Available for sale:
U.S. Government and

agency securities .... $109,651 382% % 272,3_,06 340% $ 6,104 392% $ — —% $ 388,061 3.53%
Mortgage-backed

securities........... 46,467 274 746,974  4.48 404,576  4.14% 39,403 398% 1,237,420 428
Municipal securities . .. 2,732 6.37 29,503  6.49 118,847 6.44% 95,623 6.82% 246,705  6.59
Federal Reserve Bank ‘

stock ....... R 8,511 6.00 : —_— — — — - — ‘ 8,511 6.00
Federal Home ‘ ’

Loan Bank stock .... 32,772 1.92 — — — — — — 32,772 1.92
Other securities ....... 17,196 1.82 — — - = — - 17,196  1.82
Federal funds sold . .. .. 7,695 2.44 —_ —_ — - . B 7,695 2.44
Interest-bearing

deposits............ 6722 245 - = - = i 6722 245

Total securities

available for sale .. $231,746  3.21% $1,048,783  430% $529,527  4.65% §135026  5.99% §1945082  4.38%
Held to maturity:
Mortgage-backed
securities. . ......... $ — _—% § 58033 513% $ — —% $ — —% § 58033 5.13%
Total securities held .
to maturity ....... $ — _—% § 58033 513% $ — —% $ — _—% $§ 358033 513%

() Taxable-equivalent rates used where applicable.

Other Assets

Other assets were $209.1 million at December 31, 2004, an increase of $15.5 million from $193.6 million
at December 31, 2003. This increase is primarily attributable to increases in the cash value of Bank-owned life
insurance policies, other real estate and foreclosed property, and investments in unconsolidated equity
investees. The cash value of Bank-owned life insurance policies was $127.2 million at December 31, 2004, an
increase of $5.5 million, or 5%, from $121.7 million at December 31, 2003. This increase is due to cash value
earnings on Bank-owned life insurance. Other real estate and foreclosed property was $8.9 million at
December 31, 2004, an increase of $4.6 million, or 109%, from $4.2 million at December 31, 2003. This
increase primarily resulted from the foreclosure of a retail shopping center during 2004. Investments in
unconsolidated investees was $10.0 million at December 31, 2004, an increase of $5.1 million, or 113%, from
$4.5 million at December 31, 2003. The increase is primarily due to additional capital contributions to these
investees.

Deposits

The Company offers a variety of deposit accounts having a wide range of interest rates and terms. The
Company’s deposits consist of demand, savings, interest-bearing demand, money market, and time accounts.
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The Company relies primarily on its product and service offerings, high quality customer service,
advertising, and competitive pricing policies to attract and retain these deposits. Deposits provide the primary
source of funding for the Company’s lending and investment activities, and the interest paid for deposits must
be managed carefully to control the level of interest expense. ‘

The Company had $121.3 million and $156.4 million of its deposits classified as brokered funds at
December 31, 2004 and 2003, respectively. The Bank’s brokered deposits are attributable to a major treasury
management relationship whereby the Bank provides banking and treasury management services to mortgage
companies throughout the United States. Under this relationship, a referring source, whose business is to lend
money to mortgage companies, introduces its customers to the Bank. Deposits garnered as a result of those
introductions are classified as brokered deposits for financial and regulatory reporting purposes. The sponsor of
this relationship has given notice to the Company that it will be ending this relationship with the Bank as of
March 31, 2005. The Company anticipates replacing these deposits through its normal funding activities.

The Company’s ratio of average noninterest-bearing demand deposits to average total deposits for the
years ended December 31, 2004, 2003, 2002 was 33%, 31%, and 29%, respectively.:

Average total deposits during 2004 increased to $4.84 billion from $4.12 billion in 2003, an increase of
$722.5 million, or 18%. Average total deposits related to the former Reunion and Klein branches were
approximately $331.7 million for 2004. Average noninterest-bearing deposits increased to $1.61 billion in 2004
from $1.28 billion in 2003. Average total deposits in 2003 rose to $4.12 billion from $3.47 billion in 2002, an
increase of $648.7 million, or 19%. ,

The average daily balances and weighted average rates paid on deposits for each of the years ended
December 31, 2004, 2003, and 2002 are presented below: '

Year Ended December 31,

2004 2003 2002
Amount Rate Amount Rate Amount Rate
(Dollars in thousands)
Interest-bearing demand. ........... ... % 81,286 0.38% $ 45493 0.22% $ 34,409  0.23%
Regular savings ........... e L 158,030 030 115211 0.33 94,388 0.88
Premium yield........................ 1,011,355 0.92 847,045 0.96 830,690 1.61
Money market savings ................. 876,408 0.80 827,816 0.80 593,691  1.04
Time deposits less than $100,000 ........ 279,653 2.44 283,670  2.67 293,752 3.63
Time deposits $100,000 and over ........ 730,845 1.86 629,749  1.85 553,066  2.69
IRA’s, QRP’s and other.. ... e I 95,358  2.51 91,509 274 78,583 3.73
Total interest-bearing deposits........... 3,232,935 1.23% 2,840,493 1.30% 2,479,179 1.97%
Noninterest-bearing deposits ............ 1,611,636 1,281,546 994,113
Total deposits ............ PR $4,844,571 $4,122,039 " $3,473,292

The following table sets forth the maturity of the Company’s time deposits fhat are $100,000 or greater as
of the dates indicated: ' '

December 31,

2004 2003 2002
) (Dollars in thousands)
3 months or less ..... N D $655,571  $417,384  $285,071
Between 3 months and é months ........................ 95,186 . 60,101 - 56,087
Between 6 monthsand 1 year........... .. ... ... .. ... - 76,703 78,948 68,934
Over 1 year . ... e I, - 116,823 86,157 108,016
Total time deposits $100,000 and over .................. $944,283  $642,590  $518,108




Short-term Borrowings

Securities sold under repurchase agreements and short-term borrowings generally represent borrowings
with maturities ranging from one to thirty days. Short-term borrowings consist of federal funds purchased,
overnight borrowings with the Federal Home Loan Bank of Dallas (“the FHLB”), and U.S. Treasury demand
notes. U.S. Treasury demand notes represent borrowings from the U.S. Treasury that are secured by
qualifying securities and commercial loans and are placed at the discretion of the U.S. Treasury. Information
relating to these borrowings for the years ended December 31, 2004 and 2003 is summarized as follows:

December 31,
2004 2003
(Dollars in thousands)

Securities sold under repurchase agreements:

CAVETAZE o oo e i e $357,692  $261,320

Period-end....................... e e P PR 273,344 285,571

Maximum month-end balance during periodr TR e 518,719 303,764
Interest rate:

Weighted average for the period ......... e ' 0.96%  0.88%

Weighted average at period-end. . ... [ - 1.29% 0.72%
Short-term. borrowings: , v o , .

AVETAZE . ottt . $543,159  $276,193

Period-end. . ... ..o e 759,624 473,154

Maximum month-end balance during .period . .f'.“ P 929,074 473,154
Interest rate: ' ’ .

Weighted average for the period . ......... [T N 1.49% 1.11%

Weighted average at period-end........... R 2.19% 0.98%

The Company’s reliance on short-term borrowings increased during 2004 as the growth in the loan
portfolio exceeded the growth in deposits. It is the Company’s intention to maintain a loan to deposit ratio
below 90%. Deposit growth is fostered through active deposit generating campaigns, advertising, the sale of
treasury management products to commercial customers and merger activity focusing on bankmg companies
with attractive core deposit franchises. .

Interest Rate Sensmvtty

Asset and liability management is concerned with the timing and magnitude of the repricing of assets as
compared to liabilities. It is the ochcnve of the Company to generate stable growth in net interest income and
to attempt to control risks associated with interest rate movements, In general, management’s strategy is to
reduce the impact of changes in interest rates on its net interest income by maintaining a favorable match
between the maturities or repricing dates of its interest-earning assets and interest-bearing liabilities. The
Company adjusts its interest sensitivity during the year through changes in the mix of assets and liabilities and
may use interest rate products such as interest rate swap and cap agreements. The Company’s asset and
liability management strategy is formulated and monitored by the Asset Liability Management Committee
(“the ALCO”), which is composed of senior officers of the Bank and one independent director, in accordance
with the committee’s policies approved by the Bank’s Board of Directors. The ALCO meets monthly to
review, among other things, the sensitivity of the Bank’s assets and liabilities to interest rate changes, the book
and market values of assets and liabilities, unrealized gains and losses, purchase and sale activity, and
maturities of investments and borrowings. The ALCO also establishes pricing and funding decisions with
respect to the Bank’s overall asset and liability composition. The ALCO reviews the Bank’s liquidity, cash flow
flexibility, maturities of investments, deposits and borrowings, retail and institutional deposit activity, current
market conditions, and interest rates on both a local and national level.
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To effectively measure and manage interest rate risk, the Company uses simulation analysis to determine
the impact on net interest income of changes in interest rates under various interest rate scenarios, balance
sheet trends, and strategies. From these simulations, interest rate risk is quantified and appropriate strategies
are developed and implemented. :

The following table presents an analysis of the sensitivity inherent in the Company’s net interest income
and market value of portfolio equity. The data used to prepare the table is as of December 31, 2004, which
may not be representative of average balances at any other time period. This analysis is reviewed by
-management on a monthly basis. The results are impacted by changes in the composition of the balance sheet.
Management believes that, based on available information, the Bank has been and will continue to be slightly
asset sensitive. The interest rate scenarios presented in the table include interest rates at December 31, 2004,
2003, and 2002 and as adjusted by instantaneous rate changes upward and downward of up to 200 basis points.
Each rate scenario reflects unique prepayment and repricing assumptions. Since there are limitations inherent
in any methodology used to estimate the exposure to changes in market interest rates, this analysis is not
intended to be a forecast of the actual effect of a change in market interest rates on the Company. The market
value sensitivity analysis presented includes assumptions that (i) ‘the composition of the Company’s interest
sensitive assets and liabilities existing at year end will remain constant over the twelve month measurement
period; and (ii) that changes in market rates are parallel and instantaneous across the yield curve regardless of
duration or repricing characteristics of specific assets or liabilities. Further, the analysis does not contemplate
any actions that the Company might undertake in response to-changes in market interest rates. Accordingly,
this analysis is not intended and does not provide a precise forecast of the effect actual changes in market rates
will have on the Company.

Change in Interest Rates

-200 100 0 4100 +200
Impact on net interest income:
Next 12 months:
December 31,2004 . ............ ... ... (5.69)% (093)% 0.00% 2.03% 3.88%
December 31,2003 ................ .. (11.69)% (1.20)% 0.00% 1.23% 3.33%
December 31,2002 ........ ... . (1722)% (6.17)% 0.00% 4.39% 6.83%
Months 13 to 24: . . : A
December 31,2004 ... ................... o (11.39)% (3.36)% 0.00% 3.60% 6.82%
December 31,2003 .. ................ ... (18'.97)%. 4.37)% 0.00% 3.37% 6.65%
December 31,2002..................... .. (2026)% (7.13)% 0.00% 5.36% 8.42%
Impact on market value of portfolid equity: ‘ ‘
December 31,2004 . ............. . ... ..., (821)% (1.78)% 0.00% (0.16)% (0.67)%
December 31,2003 ..., (9.60)% (2.49)% 0.00% (0.32)% (0.39)%
December 31, 2002....... e oo (1027)% (5.34)% 0.00% 2.44% 0.64%

Interest rate sensitivity (“GAP”) is defined as the difference between interest-earning assets and interest-
bearing liabilities maturing or repricing within a given time period. A GAP is considered positive when the
amount of interest rate sensitive assets exceeds the amount of interest rate sensitive liabilities. A GAP is
considered negative when the amount of interest rate sensitive liabilities exceeds interest rate sensitive assets.
During a period of rising interest rates, a negative GAP would tend to adversely affect net interest income,
while a positive GAP would tend to result in an increase in net interest income. During a period of falling
interest rates, a negative GAP would tend to result in anincrease in,net interest income, while a positive GAP
would tend to affect net interest income adversely. While GAP is a useful measurement and contributes
toward effective asset and liability management, it is difficult to predict the effect of changing interest rates
solely on that measure. For this reason, the Company relies on simulation analysis to manage interest rate risk.
Because different types of assets and liabilities with the same or similar maturities may react differently to
changes in overall market rates or conditions, changes in interest rates may affect net interest income
positively or negatively even if an institution were perfectly matched in each maturity category.
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The Company’s one-year cumulative GAP position at December 31, 2004 was a positive $756.7 million
or 10.09% of assets. This is a one-day position that is continually changing and is not indicative of the
Company’s position at any other time. While the GAP position is a useful tool in measuring interest rate risk
and contributes toward effective asset and liability management, shortcomings are inherent in GAP analysis
since certain assets and liabilities may not move proportionally as interest rates change.

. The following table sets forth an interest rate sensitivity analysis for the Company as of December 31,
2004 and 2003. '

One Year to  More than Total Rate Total Non-
0-90 Days . 91-364 Days Three Years Three Years Sensitive Rate Sensitive Total

) (Dollars in thousands) ' .
Cash and due from banks.... $ — 3 — 3 — $ — 3 — $ 327,558 $ 327,558

Federal funds sold and other .

cash equivalents .......... - 14,417 — — — 14,417 —_— 14,417
Securities ................. 58,095 116,993 . 394,883 1,415,266 1,985,237 — 1,985,237
Loans............. e 3,240,935 401,154 506,275 484,444 4,632,808 14,174 4,646,982
Allowance for loan losses .. .. — C— — — — (49,408) (49,408)
Otherassets ............... 127,189 - — C— — 127,189 453,628 580,817

Total assets .............. $3,440,636 $ 518,147 $901,158 $1,899,710 $6,759,651 $ 745,952 $7,505,603
Deposits. . ...t $1,168,546 $ 773,565 $738,624 $1,068,080 $3,748,815 $1,871,228 $5,620,043

Securities sold under
repurchase agreements and

other borrowings.......... 1,033,091 2,380 1,127 6,780 1,043,378 — 1,043,378
Senior subordinated -

debentures............... 75,000 — — — 75,000 — 75,000
Junior subordinated deferrable

interest debentures........ . 149,486 C— — — 149,486 — 149,486
Other liabilities. ............ ) — - —_ — e 37,282 37,282
Shareholders’ equity ........ — — — — — 580,414 580,414

Total liabilities and ‘

shareholders’ equity . . ... $2,426,123 $ 775945 $739,751 $1,074,860 $5,016,679 $2,488,924 $7,505,603

Period GAP ... .. e $1,014,513 $(257,798) $161,407 $ 824,850 §$1,742,972
Cumulative GAP ........... $1,014,513 $ 756,715 $918,122 $1,742,972 $1,742,972
Period GAP to total assets . .. 13.52% (3.43)% 2.15% 10.99% 123.23%
Cumulative GAP to total

assets ... . 13.52% 10.09% 12.24% 23.23% 23.23%
As of December 31, 2003 ‘ : ‘
Period GAP ............... $ 470,958 $(108,540) $489,436 $ 462,450 $1,314,304
Cumulative GAP ........... $ 470,958 §$ 362,418 $851,854 $1,314,304 $1,314,304 ,
Period GAP to total assets . .. 7.92% (1.83)% 8.23% - 1.78% 22.10%
Cumulative GAP to total ‘

assets ...... e 7.92% 6.09% 14.32% 22.10% 22.10%

Liquidity

Liquidity management involves maintaining sufficient cash levels to fund operations and to meet the
requirements of borrowers, depacsitors, and creditors. The objective of liquidity risk management is to ensure
that the cash flow requirements of depositors and borrowers, as well as the operating cash neéds of the
Company, are met a reasonable cost. The Company maintains a liquidity risk management policy which
identifies the. primary sources of liquidity, establishes procedures for monitoring and measuring liquidity, and
establishes minimum liquidity requirements in compliance with regulatory guidance. The policy also includes
a contingency funding plan to address liquidity needs in the event of an institution-specific or a systemic
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financial crisis. The liquidity position is continually monitored by the ALCO. Higher levels of liquidity bear
higher corresponding costs, measured in terms of lower yields on short-term, more liquid earning assets, and
higher interest expense involved in extending liability maturities. Liquid assets' include cash and cash
equivalents, loans and securities maturing within one year, and money market instruments. In addition, the
Company holds securities maturing after one year, which can be sold to meet liquidity needs.

The Company relies primarily on customer deposits, securities portfolio, the capital markets, the FHLB,
the U.S. Treasury, and operating cash flow to fund interest-carning assets and other liquidity needs

Maintaining a relatively stable funding base, which is achieved by diversifying funding sources,
competitively pricing deposit products, and extending the contractual maturity of liabilities, reduces the
Company’s exposure to roll over risk on deposits and limits reliance on volatile short-term purchased funds.

Short-term funding needs arise from declines in deposits or other funding sources, funding of loan
commitments and requests for new loans. The Company’s strategy is to fund assets to the maximum extent
possible with core deposits that provide a sizable source of relatively stable and low-cost funds. Core deposits
include all deposits, except certificates of deposit and other time deposits of $100,000 and over. Average core
deposits funded approximately 70% of total interest-earning assets for the year ended December 31, 2004 and
72% for the same period in 2003. The decrease in 2004 is a result of the strong loan growth experienced during
the year outpacing the growth in core deposits necessitating an increased reliance on non-core deposit sources
of funding. , ’

Management believes the Company has sufficient liquidity to meet all reasonable borrower, depositor,
and creditor needs in the present economic environment. In addition, the Bank has access to the FHLB for
borrowing purposes. The Cormpany has not received any recommendations from regulatory authorities that
would materially affect liquidity, capital resources, or operations.

Subject to certain limitations, the Bank may borrow funds from the FHLB in the form of advances.
Credit availability from the FHLB to the Bank is based on the Bank’s financial and operating condition.
Borrowings from the FHLB by the Bank were approximately $557.4 million at December 31, 2004. The Bank
has pledged $601.7 million of its securities portfolio and $893.6 million of its loan portfolio as collateral for its
borrowings from the FHLB at December 31, 2004. In addition to creditworthiness, the Bank must own a
minimum amount of FHLB capital stock. Currently, the minimum is 0.15% of total assets or $1,000,
whichever is greater (not to exceed $25 million), plus 4.25% of outstanding advance balances plus 4.25% of
the outstanding principal balance of Mortgage Partnership Finance Program loans retained on the Bank’s
balance sheet. Unused borrowing capacity at December 31, 2004 was approximately $897.4 million. The Bank
uses FHLB advances for both long-term and short-term liquidity needs. Other than normal banking
operations, the Bank has no long-term liquidity needs. The Bank has not been involved with highly leveraged
transactions that may create unusual long-term liquidity needs.

The Company has issued a total of $149.5 million of junior subordinated deferrable interest debentures to
three wholly owned statutory business trusts, Statutory Trust I (“Trust I"), Statutory Trust II (“Trust II”),
and Statutory Trust ITT (“Trust III”). Details of the Company’s transactions with these trusts are presented
below. ' ‘ ‘

~ Trust Junior . Interest
Preferred  Subordinated Rate at
Issuance Maturity . Securities Debt Owned : December 31, Redemption
Description Date Date Outstanding by Trust Interest Rate 2004 Date

‘ ' (Dollars in thousands)
Statutory Trust I ... 10/7/2003 12/17/2033 $ 50,000 $ 51,547 3-month LIBOR plus 2.85% 5.35% 12/17/2008
Statutory Trust 11 .. 9/24/2004 10/7/2034 35,000 36,083 . 3-month LIBOR plus 1.90% 3.84% 10/7/2009
Statutory Trust III.. 12/13/2004 12/15/2034 60,000 61,856  3-month LIBOR plus 1.78% 4.24% 12/15/2009

$145,000 $149,486

The Debentures are the sole assets of the Trusts and are subordinate to all of the Company’s existing and
future obligations for borrowed or purchased money, obligations under letters of credit and certain derivative
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contracts, and any guarantees by the Company of any of such obligations. The proceeds, net of issuance costs,
from these offering were used to fund the cash purchase price for Reunion and Klein and to augment the
Company’s capital ratios to support its loan growth. See “Note 2 — Merger Related Activity” for further
discussion of the mergers. '

The trust preferred securities issued by the Trusts are included in the Tier 1 capital of the Company for
regulatory capital purposes. The Federal Reserve Board may in the future disallow inclusion of trust preferred
securities as Tier | capital due to the requirements of FIN No. 46. On February 28, 2005, the Federal Reserve
Board issued final rules that provide that trust preferred securities may continue to be included in Tier 1
capital subject to quantitative limitations and to deductions for goodwill less any associated deferred tax
liability. As of December 31, 2004, if the Company were not permitted to include the $145.0 million in trust
preferred securities in its Tier 1 capital, the Company would still meet the regulatory minimums required to be
adequately capitalized.

See “Note 10 — Subordinated Debentures” and “Note 11 — Securities Sold Under Repurchase Agree-
ments and Other Borrowings” for further discussion of the Company’s debentures and borrowings.

Payments due by period for the Company’s contractual obligations (other than deposit liabilities with no
stated maturity) at December 31, 2004 are presented below. Interest on time deposits and borrowings includes
interest on both fixed- and variable-rate obligations. The interest associated with variable-rate obligations is
based upon interest rates in effect at December 31, 2004. The contractual amounts to be paid on variable-rate
obligations are affected by changes in market rates. Future changes in market interest rates could materially
affect the contractual amount to be paid.

After One After Three

Within but Within but Within After
One Year Three Years Five Years Five Years Total
) (Dollars in thousands)
Time deposits ....................... $1,059,003  $221,929 $35,654 $ 9  $1,316,595
Securities sold under repurchase .

AQreements .............oeuiinann. 273,344 — — — 273,344
Short-term borrowings . ............... 759,624 — — — 759,624
Long-term borrowings .. .............. 2,487 1,094 1,676 5,153 10,410
Senior subordinated debenture ......... — —_— —_ 75,000 75,000
Junior subordinated deferrable interest ‘ ' ‘

debentures . ........... [ — — — 149,486 149,486
Interest on time deposits and

DOTTOWINGS . . oot ee i 30,589 26,327 21,527 191,931 270,374
Operating lease obligations ........... , 4,983 8,303 10,444 33,004 56,734
Total contractual obligations ........... $2,130,030  $257,653 $69,301 $454,583  $2,911,567

At the holding company level, the Company uses cash to pay dividends to shareholders and to make debt
service payments. The primary source of funding for the holding company has been dividends and returns of
investment from its bank and non-bank subsidiaries and the private equity investment portfolio and from the
exercise of stock options by its employees. The Company’s bank subsidiary is subject to regulations and,
among other things, may be limited in its ability to pay dividends or otherwise transfer funds to the holding
company. Accordingly, consolidated cash flows as presented in the consolidated statement of cash flows may
not represent cash immediately available to the holding company. During 2004 and 2003, the bank and non-
bank subsidiaries declared and paid dividends to the holding company of $64.4 million and $51.0 million,
respectively. As of December 31, 2004, approximately $66.7 million was available for payment of dividends by
the Bank to the Company under these restrictions without regulatory approval.

The Company has in place a Dividend Reinvestment and Stock Purchase Plan with an optional cash
purchase with waiver arrangement to allow over time the Company to issue up to 2,000,000 shares of its
common stock to support its liguidity and capital needs.
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Off-Balance Sheet Arrangements

The amount of the Company’s financial instruments with off-balance sheet risk expiring by period at
December 31, 2004 is presented below:
After One After Three

Within but Within but Within After
One Year Three Years Five Years Five Years Total

(Dollars in thousands)

Unfunded loan commitments including

unfunded lines of credit............. $1,169,230 - $893,319 $575,915 ‘ $ 81,782  $2,720,246
Standby letters of credit .............. 214,927 105,818 31,460 350 352,555
Commercial letters of credit . .......... 19,496 —_ — — 19,496
Unfunded commitments to

unconsolidated investees ............ 12,621 — — — 12,621
Commitments to sell mortgage loans. ... 12,609 — — — 12,609
Guarantees on GNMA securities

administered ........... .. .. ... ..., — e — 82,073 82,073
Total financial instruments with off-

balance sheetrisk.................. $1,428,883  $999,137 $607,375  $164,205  $3,199,600

Due to the nature of the Company’s unfunded loan commitments, including unfunded lines of credit, the
amounts presented above do not necessarily represent amounts the Company anticipates funding in the
periods presented above. During the last three years, the Company has experienced stable usage between 60%
and 66% of unfunded loan commitments, including unfunded lines of credit.

Critical Accounting Policies

The Company has established various accounting policies that govern the application of accounting
principles generally accepted in the United States in the preparation of the Company’s financial statements.
The significant accounting policies of the Company are described in the footnotes to the consolidated financial
statements. Certain accounting policies involve significant judgments and assumptions by management that
have a material impact on the carrying value of certain assets and liabilities; management considers such
accounting policies to be critical accounting policies. The judgments and assumptions used by management
are based on historical experience and other factors, which are believed to be reasonable under the
circumstances. Because of the nature of the judgments and assumptions made by management, actual results
could differ from these judgments and assumptions, which could have a material impact on the carrying values
of assets and liabilities and the results of operations of the Company. ‘

The Company believes the allowance for loan losses is the critical accounting policy that requires the
most significant judgments and assumptions used in the preparation of its consolidated financial statements. In
estimating the allowance for loan losses, management utilizes historical experience as well as other factors
including the effect of changes in the local real estate market on collateral values, the effect on the loan
portfolio of current economic indicators and their probable impact on borrowers, and increases or decreases in
nonperforming and impaired loans. Changes in these factors may cause management’s estimate of the
allowance tc increase or decrease and result in adjustments to the Company’s provision for loan losses. See
“— Financial Condition — Loan Review and Allowance for Loan Losses” and “Note 1 — Nature of
Operations and Summary of Significant Accounting Policies™ for a detailed description of the Company’s
estimation process and methodology related to the allowance for loan losses.

Goodwill is recorded for the excess of the purchase price over the fair value of identifiable net assets,
including core deposit intangibles, acquired through a merger transaction. Goodwill is not amortized, but
instead is tested for impairment at least annually using both a discounted cash flow analysis and a review of the
valuation of recent bank acquisitions. The discounted cash flow analysis utilizes a risk-free interest rate,
estimates of future cash flows and probabilities as to the occurrence of the future cash flows. The Company
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utilizes its budgets and projections of future operations based upon historical and expected industry trends to
estimate future cash flows and the probability of their occurring as projected. Other acquired intangible assets
determined to have finite lives, such as core deposit intangibles, are amortized over their estimated useful lives
in a manner that best reflects the economic benefits of the intangible asset. In addition, impairment testing is
performed periodically on these amortizing intangible assets.

Mortgage servicing rights assets are established and accounted for based on discounted cash flow
modeling techniques, which require management to make estimates regarding the amount and timing of
expected future cash flows, including assumptions about loan repayment rates, credit loss experience, and
costs to service, as well as discount rates that consider the risk involved. Because the values of these assets are
sensitive to changes in assumptions, the valuation of mortgage servicing rights is considered a critical
accounting estimate. See “Note 1 — Nature of Operations and Summary of Significant Accounting Policies”
and “Note § — Mortgage Servicing Rights” for further discussion on the accounting for these assets.

Capital Resources

Shareholders’ equity increased to $580.4 million at December 31, 2004 from $499.3 million at
December 31, 2003, an increase of $81.1 million, or 16%, primarily from comprehensive income of
$63.3 million, the issuance of common stock for the purchase of Klein, and the exercise of stock options.

Capital management consists of providing equity to support both current and future operations. The
Company is subject to capital adequacy requirements imposed by the Federal Reserve Board and the Bank is
subject to capital adequacy requirements imposed by the OCC. Both the Federal Reserve Board and the OCC
have adopted risk-based capital requirements for assessing bank holding company and bank capital adequacy.
These standards define capital and establish minimum capital requirements in relation to assets and off-
balance sheet exposure, adjusted for credit risk. The risk-based capital standards currently in effect are
designed to make regulatory capital requirements more sensitive to differences in risk profiles among bank
holding companies and banks, to account for off-balance sheet exposure and to minimize disincentives for
holding liquid assets. Assets and off-balance sheet items are assigned to broad risk categories, each with
appropriate relative risk weights. The resulting capital ratios represent capital as a percentage of total risk-
weighted assets and off-balance sheet items.

Bank regulatory authorities in the United States have issued risk-based capital standards by which all
bank holding companies and banks are evaluated in terms of capital adequacy. The risk-based capital
standards issued by the Federal Reserve Board apply to the Company, and the OCC guidelines apply to the
Bank. These guidelines relate a financial institution’s capital to the risk profile of its assets. The risk-based
capital standards require all financial organizations to have ‘“Tier 1 capital” of at least 4.0% of risk-adjusted
assets and ‘“total risk-based” capital (Tier 1 and Tier 2) of at least 8.0% of risk-adjusted assets. “Tier 1
capital” includes, generally, common shareholders’ equity and qualifying noncumulative perpetual preferred
stock together with related surplus, qualifying camulative perpetual preferred stock, trust preferred securities,
and minority interest in equity accounts of consolidated subsidiaries less deductions for goodwill, intangibie
assets, and certain other items. Some components of Tier 1 capital are restricted in the amounts which may be
included. “Tier 2 capital” may consist of limited amounts of subordinated debt, certain hybrid capital
instruments and other debt securities, certain preferred stock not qualifying as Tier 1 capital, and the general
valuation allowance for loan losses. The sum of Tier 1 capital and Tier 2 capital is “total risk-based capital.”

The agencies have also adopted guidelines that supplement the risk-based capital guidelines with a
minimum leverage ratio of Tier 1 capital to average total consolidated assets (“Tier 1 leverage ratio”) of 3.0%
for institutions with well diversified risk, including no undue interest rate exposure, excellent control systems,
high liquidity, good earnings, well managed on- and off-balance sheet activities that are generally considered
to be strong banking organizations, rated composite 1 under applicable federal guidelines, and that are not
experiencing or anticipating significant growth. Other banking organizations are required to maintain & Tier 1
leverage ratio of at least 4.0%. These rules further provide that banking organizations experiencing internal
growth or making acquisitions will be expected to maintain capital positions substantially above the minimum
supervisory levels.
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The following table compares the Company’s and the Bank’s leverage and risk-weighted capital ratios as
of December 31, 2004 and 2003 to the minimum regulatory standards:
Minimum To Be

Well Capitalized
Under Prompt

Minimum Capital Corrective Action
Actual Requirement Provisions
Amount Ratio Amount Ratio Amount Ratio

(Dollars in thousands)
As of December 31, 2004
Total Capital (to Risk Weighted Assets):

The Company ...................... $683,804 11.02% $496,231 8.00% $620,289  10.00%

The Bank ......... ... it 676,090  10.91 495,559  8.00 619,449  10.00
Tier 1 Capital (to Risk Weighted Assets):

The Company ...................... 559,396 9.02 248,115  4.00 372,173 6.00

The Bank ......... .ot 626,074  10.11 247,780  4.00 371,670 6.00
Tier | Capital (to Adjusted Average

Assets):

The Company ............cvuevnnn.. 559,396 7.81 286,337  4.00%) 357,921 5.00

The Bank ......ooovivniniininn... 626,074 877 285522 4.00 356903  5.00

As of December 31, 2003
Total Capital (to Risk Weighted Assets):

The Company ..........covveivnnn.. $558,858 11.90% $375,630 8.00% $469,537 10.00%

The Bank .......... ... ... inn.. 504,960 1077 375,132 8.00 468,915  10.00
Tier 1 Capital (to Risk Weighted Assets):

The Company .......cccovieieninnnnn 515,850 10.99 187,815  4.00 281,722 6.00

The Bank .......................... 461,438 9.84 187,566  4.00 281,349 6.00
Tier 1 Capital (to Adjusted Average

Assets):

The Company .............c.covevunn. 515,850 9.15 225,448  4.00" 281,810 5.00

The Bank .........covviinniniiinnn, 461,438 820 225223  4.00V 281,529  5.00

) The Tier 1 leverage ratio consists of Tier 1 capital divided by quarterly average total assets, excluding
goodwill, core deposits intangibles, and certain other items. The minimum leverage ratio guideline is 3%
for institutions with well diversified risk, including no undue interest rate exposure, excellent control
systems, high liquidity, good earnings, well managed on- and off-balance sheet activities that are generally
considered to be strong banking organizations, that are rated composite 1 under applicable federal
guidelines, and that are not experiencing or anticipating significant growth.

Pursuant to FDICIA, each federal banking agency revised its risk-based capital standards to ensure that
those standards take adequate account of interest rate risk, concentration of credit risk, and the risks of
nontraditional activities, as well as reflect the actual performance and expected risk of loss on multifamily
mortgages. Also pursuant to FDICIA, each federal banking agency has promulgated regulations setting the
levels at which an insured institution would be considered “well capitalized,” ‘“adequately capitalized,”
‘“undercapitalized,” “significantly undercapitalized,” and “critically undercapitalized.” Under the Federal
Reserve Board’s regulations, the Bank is classified as “well capitalized” for purposes of prompt corrective
action. See “Item 1. Business — Supervision and Regulation.”

The trust preferred securities issued by the Trusts are included in the Tier 1 capital of the Company for
regulatory capital purposes. The Federal Reserve Board may in the future disallow inclusion of trust preferred
securities as Tier 1 capital due to the requirements of FIN No. 46. On February 28, 2005, the Federal Reserve
Board issued final rules that provide that trust preferred securities may continue to be included in Tier 1
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capital subject to quantitative limitations and to deductions for goodwill less any associated deferred tax
liability. As of December 31, 2004, if the Company were not permitted to include the $145.0 million in trust
preferred securities in its Tier 1 capital, the Company would still meet the regulatory minimums required to be
adequately capitalized.

Included in the Tier 2 capital of the Company for regulatory capital purposes is $75.0 million in senior
subordinated debentures issued on September 22, 2004. If the subordinated debt ceases to qualify as Tier 2
capital under the applicable rules and regulations promulgated by the Federal Reserve Board, the Company
and the lender may restructure the debt as a senior unsecured obligation of the Company or the Company may
repay the debt.

Recent Accounting Pronouncements and Developments

On December 16, 2003, the American Institute of Certified Public Accountants (“AICPA”) issued
Statement of Position 03-3, Accounting for Certain Loans or Debt Securities Acquired in a Transfer
(“SOP 03-3”). SOP 03-3 provides guidance on the accounting for differences between contractual and
expected cash flows from the purchaser’s initial investment in loans or debt securities acquired in a transfer, if
those differences are attributable, at least in part, to credit quality. Among other things, SOP 03-3:
{1) prohibits the recognition of the excess of contractual cash flows over expected cash flows as an adjustment
of yield, loss accrual, or valuation allowance at the time of purchase; (2) requires that subsequent increases in
expected cash flows be recognized prospectively through an adjustment of yield; and (3) requires the
subsequent decreases in expected cash flows be recognized as an impairment. In addition, SOP 03-3 prohibits
the creation or carrying over of a valuation allowance in the initial accounting of all loans within its scope that
are acquired in a transfer. SOP 03-3 becomes effective for loans or debt securities acquired in fiscal years
beginning after December 15, 2004. The Company does not expect the requirements of SOP 03-3 to have a
material impact on its financial condition or results of operations.

On March 9, 2004, the Securities and Exchange Commission staff issued Staff Accounting Bulle-
tin No. 105, Application of Accounting Principles to Loan Commitments (“SAB No. 105”). SAB No. 105
summarizes the view of the staff regarding the application of generally accepted accounting principles to loan
commitments accounted for as derivative instruments including recognition of the loan commitment and
financial statement disclosures. The requirements of SAB No. 105 did not have a material impact on the
financial condition or results of operations of the Company.

On December 16, 2004, the Financial Accounting Standards Board (“FASB”) issued Statement of
Financial Accounting Standards No. 123, Share-Based Payment, (“SFAS No. 123R”). SFAS No. 123R
eliminates the ability to account for stock-based compensation using Accounting Principles Board Opinion
No. 25 (“APB No. 25”) and requires that such transactions be recognized as compensation cost in the income
statement based on their fair values on the date of the grant. The provisions of this statement become effective
for all equity awards granted after July 1, 2005. Although the Company has not yet completed an analysis to
quantify the exact impact the new standard will have on its future financial performance, the Stock-Based
Compensation disclosures in “Note 1 — Basis of Presentation” provide detail as to the Company’s financial
performance as if the Company had applied the fair value based method and recognition provision of
SFAS No. 123 to stock-based compensation in the current reporting periods.

On June 4, 2004, the Emerging Issues Task Force (“EITF”) issued EITF Issue 03-1, The Meaning of
Other-Than-Temporary Impairment and Its Application to Certain Investments. EITF 03-1 provides
guidance for determining when an investment is considered impaired, whether impairment is other-than-
temporary, and measurement of an impairment loss. An investment is considered impaired if the fair value of
the investment is less than its cost. Generally, an impairment is considered other-than-temporary unless:
(i) the investor has the ability and intent to hold an investment for a reasonable period of time sufficient for an
anticipated recovery of fair value up to or beyond the cost of the investment; and (ii) evidence indicating that
the cost of the investment is recoverable within a reasonable period of time outweighs evidence to the
contrary. If impairment is determined to be other-than-temporary, an impairment loss should be recognized
equal to the difference between the investment’s cost and its fair value. Certain disclosure requirements of
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EITF 03-01 were adopted in 2003, The recognition and measurement provisions were initially effective for
other-than-temporary impairment evaluations in reporting periods beginning after June 15, 2004. In Septem-
ber 2004, the effective date of these provisions was delayed until the finalization of a FASB Staff Position to
provide additional implementation guidance. The Company continues to follow the requirements of SFAS
No. 115, Accounting for Certain Investments in Debt and Equity Securities, and. Staff Accounting Bulle-
tin No. 59, Accounting for Noncurrent Marketable Equity Securitles.

Item 7A. Quantitative and Qualitative Disclosures about Market Risk

The Company’s financial performance is impacted by, among other factors, interest rate risk and credit
risk. The Company relies on an extensive credit risk management process to mitigate its credit risk. See
“Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations —
Financial Condition — Loan Review and Allowance for Loan Losses™ herein.

Management may use derivative contracts to manage its exposure to commitments to originate mortgage
loans. All of the derivatives utilized by the Company are for purposes other than trading. The derivatives
utilized consist of purchased options on FNMA or FHLMC guaranteed mortgage-backed securities and
forward delivery commitments with FNMA and other secondary market investors. These financial instru-
ments are used to reduce the Company’s exposure to the effects of fluctuations in interest rates on the
Company’s lending and secondary marketing activities. The notional amount and fair value of such derivatives
was immaterial at December 31, 2004 and 2003. '

Interest rate risk is the Company’s primary market risk and results from timing differences in the
repricing of assets and liabilities, changes in relationships between rate indices, an the potential exercise of
explicit or embedded options. This risk is addressed by the Company’s ALCO, which includes senior
management and one independent director. The ALCO monitors interest rate risk by analyzing the potential
impact to the net portfolio of equity value and net interest income from potential changes to interest rates and
considers the impact of alternative strategies or changes in balance sheet structure. The ALCO manages the
Company’s balance sheet in part to minimize the potential impact on net portfolio value and net interest
income despite changes in interest rates. The Company’s exposure to interest rate risk is reviewed on a
monthly basis by the ALCO. Interest rate risk exposure is measured using interest rate sensitivity analysis to
determine the change in net portfolio value in the event of hypothetical changes in interest rates. If potential
changes to net portfolio value and net interest income resulting from hypothetical interest rate changes are not
within the limits established by the Board, the Board may direct management to adjust its asset and liability
mix to bring interest rate risk within Board-approved limits. In order to reduce the exposure to interest rate
fluctuations, the Company has implemented strategies to more closely match its balance sheet composition.
Interest rate sensitivity is computed by estimating the changes in net portfolio of equity value, or market value
over a range of potential changes in interest rates. The market value of equity is the market value of the
Company’s assets minus the market value of its liabilities plus the market value of any off-balance sheet items,
if any. The market value of each asset, liability, and off-balance sheet item is its net present value of expected
cash flows discounted at market rates after adjustment for rate changes. The Company measures the impact
on market value for an immediate and sustained 200 basis point increase and decrease (“shock”) in interest
rates.

Management may use derivative contracts to manage its exposure to commitments to originate mortgage
loans. All of the derivatives utilized by the Company are for purposes other than trading. The derivatives
utilized consist of purchased options on FNMA or FHLMC guaranteed mortgage-backed securities and
forward delivery commitments with FNMA and other secondary market investors. These financial instru-
ments are used to reduce the Company’s exposure to the effects of fluctuations in interest rates on the
Company’s lending and secondary marketing activities. The notional arnount and fair value of such derivatives
were immaterial at December 31, 2004 and 2003.

In addition, reference is made to “Item 7. Management’s Discussion and Analysis of Financial Condition
and Results of Operations — Financial Condition — Interest Rate Sensmv1ty and Liquidity”, which is
incorporated herein by reference. ‘
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Item 8. Financial Statements and Supplementary Data

Reference is made to the financial statements, the reports thereon and the notes thereto' commencing at
page 50 of this Form 10-K, which financial statements, reports, notes and data are incorporated herein by
reference. ‘ ‘ '

Quarterly Financial Data (Unaudited)
The following table represents summarized data for each of the quarters in fiscal 2004 and 2003,

Earnings per common share, cash dividends per common share, and average common shares outstanding
including common share equivalents presented below were retroactively adjusted for the Company’s one for
one stock dividend paid on July 15, 2004.

: 2004 2003

Fourth Third Second First Fourth Third Second First
Quarter Quarter Quarter Quarter Quarter Quarter Quarter Quarter

{In thousands, except per share data)

Interest income....................... $82,727 $71,617 $65,285 $63,600 $61,207 $60,298 $58,079 $56,660
Interest expense ............oovnn.. L. 19989 14,618 11,068 11,002 10,697 11,211 11,585 12,232
Net interest income ................. 62,738 56,999 54217 52,598 50,510 49,087 46,494 44,428
Provision for loan losses ............... 2,502 2,878 2,923 1,99 2,935 2,979 2,961 2,975
Net interest income after provision for '
loanlosses ............. . coovun... . 60,236 54,121 51,294 50,689 47,575 46,108 43,533 41,453
Noninterest income .......... e 26,779 25,324 22,514 21,888 22,509 23,207 19,026 18,467
Noninterest expense................... 63,998 52,283 50,229 50,101 46,702 49,476 39467 38,097
Income before income taxes.......... 23,017 27,162‘ 23,579 22,476 _ 23,382 ?19,839 23,092 21,823
Provision for inpome taxes ............. 5,648 7,496 7,358 7,189 7,071 6,459 7,129 6,748
Netincome................ e $17,369 $19,666 $16,221 §$15287 $16,311 $13,380 $15,963 $15,075
Basic earnings per common share ....... $ 025§ 028 $ 024 § 022 § 024 § 020 $ 023 § 0.22
Diluted earnings per common share .. ... $ 024 § 028 $ 023 § 022 § 023 § 019 § 023 $§ 022
Dividends per common share ........... $ 003 § 003 8 003 § 003 § 002 § 003 § — § —

Weighted average common shares
outstanding including common share ‘
equivalents ........................ 71,906 70,830 70,528 70,282 © 70,190 70,008 69,456 69,280

Item 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure

There have been no disagreements with accountants on any matter of accounting principles or practices
or financial statement disclosures during the two year period ended December 31, 2004.

Item 9A. Conrtrols and Procedures

The Company’s chief executive officer and chief financial officer have evaluated the Company’s
disclosure controls and procedures (as defined in Rule 13a-15(e) and Rule 15d-15(e) under the Exchange
Act) as of December 31, 2004 and concluded that those disclosure controls and procedures were effective as
of that date. ‘ ‘

During the quarter ended December 31, 2004, there have been no significant changes in the Company’s
internal control over financial reporting or in.other factors known to the Company that could significantly
affect these controls subsequent to their evaluation.

While the Company believes that its existing disclosure controls and procedures have been effective to
accomplish these objectives, the Company continues to examine, refine and formalize its disclosure controls
and procedures and to monitor ongoing developments in this area.
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Management’s Report on Internal Control Over Financial Reporting

The management of the Company is responsible for establishing and maintaining adequate internal
control over financial reporting and for its assessment of the effectiveness of internal control over financial
reporting. Because of its inherent limitations, internal control over financial reporting may not prevent or
detect misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the
risk that controls may become inadequate because of changes in conditions, or that the degree of compliance
with the policies or procedures may deteriorate.

As of December 31, 2004, management assessed the effectiveness of the Company’s internal control over
financial reporting based on the criteria for effective internal control over financial reporting established in
“Internal Contro} — Integrated Framework” issued by the Committee of Sponsoring Organizations of the
Treadway Commission. Based on that assessment, management determined that the Company maintained
effective internal control over financial reporting as of December 31, 2004, based on those criteria.
Management has excluded Klein from its assessment of internal control over financial reporting as of
December 31, 2004 because it was acquired by the Company in a purchase business combination during 2004.
The total assets and total revenues of Klein represent approximately 8% and 2%, respectively, of the related
consolidated financial statement amounts as of and for the year ended December 31, 2004.

Management’s assessment of the effectiveness of the Company’s-internal control over financial reporting
as of December 31, 2004 has been audited by PricewaterhouseCoopers LLP, an independent registered public
accounting firm, as stated in their report which appears herein.

PART I

item 10. Directors and Executive Officers of the Registrant

For information regarding the directors and persons nominated to become directors of the Company,
reference is made to the information presented in the Company’s definitive Proxy Statement for its 2005
Annual Meeting of Shareholders to be filed with the Commission pursuvant to Regulation 14A under the
Securities and Exchange Act of 1934 (“the 2005 Proxy Statement”). All of such information is incorporated
herein by reference. -

Item 11. Executive Compensation

For information concerning the compensation paid by the Company during the year ended December 3],
2004 1o its executive officers, reference is made to the information presented in the 2005 Proxy Statement.
Such information is incorporated herein by reference.

Item 12. Secarity Ownership of Certain Beneficial Owners and Management and Related Stockholder
Matters

For information concerning the beneficial ownership of the common stock of the Company by its

directors and officers and by certain other beneficial owners, reference is made to the information presented in
the 2005 Proxy Statement. Such information is incorporated herein by reference.
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Equity Compensation Plan Information

The following table sets forth information as of December 31, 2004, with respect to the Company’s
compensation plans under which equity securities are authorized for issuance:

(c)
(a) Number of Securities
Number of Securities ) Remaining Available for
to be Issued Weighted-Average Future Issuance Under
upon Exercise of Exercise Price of Equity Compensation Plans
Qutstanding Options, Qutstanding Options, (Excluding Securities
Plan Category Warrants and Rights Warrants and Rights Reflected in Column(a))

Equity compensation plans approved by
security holders ... ................ 5,801,784 $12.22 3,670,458

Equity compensation plans not approved
by security holders ................ —

Total ... 5,801,784

3,670,458

|

A
o
[
32
38}

|

Item 13. Certain Relationships and Related Transactions

For information regarding certain business relationships and related transactions involving the Company’s
officers and directors, reference is made to the information presented in the 2005 Proxy Statement. Such
information is incorporated herein by reference.

PART IV

Item 14. Principal Accountant Fees and Services

For information concerning principal accountant fees and services and audit committee pre- approval
policies, reference is made to the information presented in the 2005 Proxy Statement. Such information is
incorporated herein by reference.

Item 15. Exhibits and Financial Statement Schedules

(a) and (c) Financial Statements and Financial Statement Schedules

The financial statements listed on the accompanying Index to Financial Statements (see page 51) are
filed as part of this Form 10-K.

The schedules are omitted as the required information is inapplicable or the information is presented in
the consolidated financial statements or related notes.
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EXHIBIT INDEX

(b) *Exhibits'"

3.1 — Articles of Incorporation of the Company, restated as of May 1, 2001 (incorporated by reference to
Exhibit 4.1 to the Company’s Form S-8 Registration Statement No. 333-60190)

3.2 — Bylaws of the Company (Restated as of December 31, 1996)
4.1 — Specimen Common Stock certificate

4.2 — Indenture, dated as of September 24, 2004, between the Company, as Issuer, and Wells Fargo
Bank National Association, as Trustee (incorporated by reference to Exhibit 4.2 to the Company’s
Current Report on Form 8-K filed September 28, 2004)

+10.1 — 1989 Stock Option Plan, amended and restated as of May 29, 1998 (incorporated by reference to
Exhibit 10.1 to the Company’s Quarterly Report on Form 10-Q for the quarterly period ended
March 31, 2000)

110.2 — 1993 Stock Option Plan, amended and restated as of May 29, 1998 (incorporated by reference to
Exhibit 10.2 to the Company’s Quarterly Report on Form 10-Q for the quarterly period ended
March 31, 2000)

$10.3 — Form of Stock Option Agreement under 1989 Stock Option Plan and 1993 Stock Option Plan

t10.4 — 1996 Stock Option Plan, as amended January 24, 2000 (incorporated by reference to Exhibit 10.4
to the Company’s Annual Report on Form 10-K for the year ended December 31, 1999)

$10.5 — Form of Incentive Stock Option Agreement under 1996 Stock Option Plan (incorporated by
reference to Exhibit 10.5 to the Company’s Annual Report on Form 10-K for the year ended
December 31, 2003)

$10.6 — Form of Non-qualified Stock Option Agreement under 1996 Stock Option Plan (incorporated by
reference to Exhibit 10.6 to the Company’s Annual Report on Form 10-K for the year ended
December 31, 2003)

+10.7 — Form of Stock Option Agreement for Directors under 1996 Stock Option Plan (incorporated by
reference to Exhibit 10.8 to the Company’s Form S-1 Registration Statement No. 333-16509)

110.8 — Form of Change in Control Agreement between the Company and each of Joseph H. Argue III,
David C. Farries, and Steve D. Stephens (incorporated by reference to Exhibit 10.2 to the
Company’s Quarterly Report on Form 10-Q for the quarterly period ended June 30, 2000)

110.9 -— Form of Change in Control Agreement between the Company and Dale Andreas, Kenneth Olan,
and Walter L. Ward, Jr. (incorporated by reference to Exhibit 10.10 to the Company’s Annual
Report on Form 10-K for the vear ended December 31, 2002)

$10.10 — Employment Agreement, amended and restated as of October 19, 2004, between the Company
and Walter E. Johnson (incorporated by reference to Exhibit 10.1 to the Company’s Current
Report on Form 8-K filed October 22, 2004)

710.11 — Restricted Stock Plan (incorporated by reference to Appendix B to the Company’s Proxy
Statement dated March 16, 2001 for its 2001 Annual Meeting of Shareholders)

+10.12 — Form of Restricted Stock Agreement under the Restricted Stock Plan (incorporated by reference
to Exhibit 4.6 to the Company’s Form S-8 Registration Statement No. 333-60190)

$10.13 — Non-Employee Directors Deferred Fee Plan (incorporated by reference to Exhibit 4.3 to the
Company’s Form S-8 Registration Statement No. 333-74452)

110.14 — Form of Deferral Election Form under Non-Employee Directors Deferred Fee Plan (incorporated
by reference to Exhibit 4.4 to the Company’s Form S-8 Registration Statement No. 333-74452)

10.15 — Purchase and Sale Agreement between TCP Renaissance Partners, L.P. and Southwest Bank of
Texas, N.A., dated May 24, 2002 (incorporated by reference to Exhibit 10.1 to the Company’s
Quarterly Report on Form 10-Q for the quarterly period ended September 30, 2002)

10.16 — Subordinated Debenture Purchase Agreement, dated as of September 22, 2004, between the
Company and Wisconsin Capital Corporation (incorporated by reference to Exhibit 4.1 to the
Company’s Current Report on Form 8-K filed September 28, 2004)

10.17 — Southwest Bancorporation of Texas, Inc. Amended and Restated Non-Employee Directors
Deferred Fee Plan (incorporated by reference to Appendix A to the Company’s Proxy Statement
filed March 25, 2004)
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10.18 — Southwest Bancorporation of Texas, Inc. 2004 Omnibus Incentive Plan, dated May 5, 2004
(incorporated by reference to Appendix B to the Company’s Proxy Statement, filed with the
Commission on March 25, 2004)

110.19 — 1996 Stock Option Plan, Amended and Restated as of June 4, 2002 (incorporated by reference to
Exhibit 10.1 to the Company’s Quarterly Report on Form 10-Q for the quarterly period ended
June 30, 2002)

110.20 — Change in Control Agreement between the Company and Paul B. Murphy, Jr., Amended and
Restated as of June 4, 2002 (incorporated by reference to Exhibit 10.2 to the Company’s Quarterly
Report on Form 10-Q for the quarterly period ended June 30, 2002)

$10.21 — Form of Change in Control Agreement [Three Year] between the Company and Scott J.
McLean, Terry Kelly, and Randall E. Meyer (incorporated by reference to Exhibit 10.21 to the
Company’s Annual Report on Form 10-K for the year ended December 31, 2002)

+10.22 — Form of Change in Control Agreement [Two Year] between the Company and Paul A. Port
(incorporated by reference to Exhibit 10.22 to the Company’s Annual Report on Form 10-K for
the year ended December 31, 2002)

110.23 — First Amendment to Change In Control Agreement [Two Year], dated as of June 4, 2002
between the Company and David C. Farries, Joseph H. Argue III, Steve D. Stephens, and
Walter L. Ward, Jr. (incorporated by reference to Exhibit 10.20 to the Company’s Annual Report
on Form 10-K for the year ended December 31, 2003)

110.24 — Form of Change in Control Agreement between the Company and John Drew and Marylyn
Manis-Hassanein (incorporated by reference to Exhibit 10.9 to the Company’s Annual Report on
Form 10-K for the year ended December 31, 2002)

10.25 — Form of Indemnification Agreements between the Company and Willie J. Alexander, Carin M.
Barth, John B. Brock I1I, Timothy R. Brown, Kirbyjon H. Caldwell, Ernest H. Cockrell, J. David
Heaney, Paul W. Hobby, John W. Johnson, Walter E. Johnson, Barry M. Lewis, Fred R. Lummis,
Scott J. McLean, James G. Moses, Paul B. Murphy, Jr., Andres Palandjoglou, Wilhelmina E.
Robertson, Thomas F. Soriero, Sr., Stanley D. Stearns, Manuel Urquidi, Mark A. Wallace,
Dale A. Andreas, Joseph H. Argue III, E. Reginald Brewer, Frank D. Cox, John O. Drew,
Michael R. Duckworth, David C. Farries, Joseph Goyne, Debra J. Innes, Terry Kelley, Conrad W.
Magouirk, Marylyn Manis-Hassanein, George Marshall, Randall E. Meyer, Kenneth W, Olan,
P. Allan Port, Steve D. Stephens, Barbara S. Vilutis and W, Lane Ward (incorporated by
reference to Exhibit 10.1 to the Company’s Current Report on Form 8-K filed January 6, 2005)

110.26 — Form of Change of Control Agreement [One Year] between the Company and Laurence L.
Lehman IIT (incorporated by reference to Exhibit 10.23 to the Company’s Annual Report on
Form 10-K for the year ended December 31, 2003)

**21.1 — List of subsidiaries of the Company

**23.1 — Consent of PricewaterhouseCoopers LLP

**31.1 — Certification of the Chief Executive Officer Pursuant to Section 302 of the Sarbanes-Oxley Act of
2002

*#31.2 — Certification of the Chief Financial Officer Pursuant to Section 302 of the Sarbanes-Oxley Act of
2002

*#32.1 — Certification of the Chief Executive Officer Pursuant to 18 U.S.C. Section 1350, Adopted
Pursuant to Section 906 of the Sarbanes-Oxley Act of 2002

**32.2 — Certification of the Chief Financial Officer Pursuant to 18 U.S.C. Section 1350, Adopted Pursuant
to Section 906 of the Sarbanes-Oxley Act of 2002

* All Exhibits except for those filed herewith and as otherwise indicated are incorporated herein by
reference to the Exhibits bearing the same Exhibit numbers in the Company’s Form S-1 Registration
Statement No. 333-16509.

*%* Filed herewith.
+ Management contract or compensatory plan or arrangement.

) The Company has other long-term debt agreements that meet the exclusion set forth in Sec-
tion 601(b)(4) (iii) (A) of Regulation S-K. The Company hereby agrees to furnish a copy of such
agreement to the Commission upon request.
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the
registrant has duly caused this report to be signed on its behalf by the undersigned, thereunto duly authorized.

Date: March 11, 2005

SOUTHWEST BANCORPORATION OF TEXAS, INC.

By: /s/ PauL B. MURPHY, IR,

Paul B. Murphy, Jr.
Chief Executive Officer

Pursuant to the requirements of the Securities Exchange Act of 1934, as amended, this report has been

signed below by the following persons on behalf of the registrant and in the capac

indicated.

Signature

/s/  WALTER E. JOHNSON

Walter E. Johnson

/s/ PauL B. MurpHy, Jr.

Paul B. Murphy, Jr.

/s/ RANDALL E. MEYER

Randall E. Meyer

/s/ Scort J. McLEAN

Scott J. McLean

/s/ LAURENCE L. LEHMAN IIT

Laurence L. Lehman III

/s/ CARIN M. BARTH

Carin M. Barth

/s/ JoHn B. Brock III

John B. Brock III

/s/ KIrRBYJON H. CALDWELL

Kirbyjon H. Caldwell

/s/ ERNEST H. COCKRELL

Ernest H. Cockrell

Title

Chairman of the Board and Director

Chief Executive Officer
{Principal Executive Officer)
and Director

Executive Vice President and
Chief Financial Officer
(Principal Financial Officer)

President
Senior Vice President and Controller
(Principal Accounting Officer)
Director
Director

Director

Director
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ities and on the dates

Date

March 11, 2005

March 11, 2005

March 11, 2005

March 11, 2005

March 11, 2005

March 11, 2005

March 11, 2005

March 11, 2005

March 11, 2005



Signature

/s/ J. DaviD HEANEY

J. David Heaney

/s/ Paur W. HoBBY

Paul W. Hobby

/s/  JouN W. JOHNSON

John W. Johnson

/s/ BaRRY M. LEwiIs

Barry M. Lewis

/s/ FrReD R. LuMMIs

Fred R. Lummis

/s/ ANDRES PALANDJOGLOU

Andres Palandjoglou

/s/  WILHELMINA E. ROBERTSON

Wilhelmina E. Robertson

/s/ THOMAS F. SORIEROC, SR.

Thomas F. Soriero, Sr.

/s/  STANLEY D. STEARNS, JR.

Stanley D. Stearns, Jr.
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Director
Director
Director
Director
Director
Dir¢ctor
Director
Director

Director

Date

March 11, 2005

March 11, 2005

March 11, 2005

March 11, 2005
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March 11, 2005

March 11, 2005

March 11, 2005
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Shareholders
Southwest Bancorporation of Texas, Inc.:

We have completed an integrated audit of Southwest Bancorporation of Texas, Inc.’s 2004 consolidated
financial statements and of its internal control over financial reporting as of December 31, 2004 and audits of
its 2003 and 2002 consolidated financial statements in accordance with the standards of the Public Company
Accounting Oversight Board (United States). Our opinions, based on our audits, are presented below.

Consolidated financial statements

In our opinion, the consolidated financial statements listed in the accompanying index, present fairly, in
all material respects, the financial position of Southwest Bancorporation of Texas, Inc. and its subsidiaries at
December 31, 2004 and 2003, and the results of their operations and their cash flows for each of the three
years in the period ended December 31, 2004 in conformity with accounting principles generally accepted in
the United States of America. These financial statements are the responsibility of the Company’s manage-
ment. Our responsibility is to express an opinion on these financial statements based on our audits. We
conducted our audits of these statements in accordance with the standards of the Public Company Accounting
Oversight Board (United States). Those standards require that we plan and perform the audit to obtain
reasonable assurance about whether the financial statements are free of material misstatement. An audit of
financial statements includes examining, on a test basis, evidence supporting the amounts and disclosures in
the financial statements, assessing the accounting principles used and significant estimates made by
management, and evaluating the overall financial statement presentation. We believe that our audits provide a
reasonable basis for our opinion.

Internal control over financial reporting

Also, in our opinion, management’s assessment, included in Management’s Report on Internal Control
Over Financial Reporting appearing under Item 9A, that the Company maintained effective internal control
over financial reporting as of December 31, 2004 based on criteria established in Internal Control —
Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission
(COSQ), is fairly stated, in all material respects, based on those criteria. Furthermore, in our opinion, the
Company maintained, in all material respects, effective internal control over financial reporting as of
December 31, 2004, based on criteria established in Internal Control — Integrated Framework issued by the
COSO. The Company’s management is responsible for maintaining effective internal control over financial
reporting and for its assessment of the effectiveness of internal control over financial reporting. Our
responsibility is to express opinions on management’s assessment and on the effectiveness of the Company’s
internal control over financial reporting based on our audit. We conducted our audit of internal control over
financial reporting in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance
about whether effective internal control over financial reporting was maintained in all material respects. An
audit of internal countrol over financial reporting includes obtaining an understanding of internal control over
financial reporting, evaluating management’s assessment, testing and evaluating the design and operating
effectiveness of internal control, and performing such other procedures as we consider necessary in the
circumstances. We believe that our audit provides a reasonable basis for our opinions.

A company’s internal control over financial reporting is a process designed to provide reasonable
assurance regarding the reliability of financial reporting and the preparation of financial statements for external
purposes in accordance with generally accepted accounting principles. A company’s internal control over
financial reporting includes those policies and procedures that (i) pertain to the maintenance of records that,
in reasonable detail, accurately and fairly reflect the transactions and dispositions of the assets of the company;
(ii) provide reasonable assurance that transactions are recorded as necessary to permit preparation of financial
statements in accordance with generally accepted accounting principles, and that receipts and expenditures of
the company are being made only in accordance with authorizations of management and directors of the
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company; and (iii) provide reasonable assurance regarding prevention or timely detection of unauthorized
acquisition, use, or disposition of the company’s assets that could have a material effect on the financial
statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the risk that
controls may become inadequate because of changes in conditions, or that the degree of compliance with the
policies or procedures may deteriorate.

As described in Management’s Report on Internal Control Over Financial Reporting, management has
excluded Klein Bancshares, Inc. from its assessment of internal control over financial reporting as of
December 31, 2004 because it was acquired by the Company in a purchase business combination during 2004.
We have also excluded Klein Bancshares, Inc. from our audit of internal control over financial reporting. The
total assets and total revenues of Klein Bancshares, Inc. represent approximately 8% and 2%, respectively, of
the related consolidated financial statement amounts as of and for the year ended December 31, 2004.

Houston, Texas
March 10, 2005
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SOUTHWEST BANCORPORATION OF TEXAS, INC. AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEET

December 31,
2004 2003

(Dollars in thousands,
except per share amounts)

ASSETS
Cash and due from Banks . . . .. oottt e e e e $ 327,558 $ 390,890
Federal funds sold and other cash equivalents .............. ... ... ... .... 14,417 94,908
Total cash and cash equivalents . ........ ... ... oo, 341,975 485,798
Securities available for sale (including $319,599 and $254,235 pledged to
(&) (=70 o) 1) S 1,927,204 1,549,398
Securities held to maturity (fair value of $58,569 and $0)................... 58,033 —
Loans held forsale ....... ... . i e 107,404 96,899
Loans held for investment, net of allowance for loan losses of $49,408 and
N N 1 4,490,170 3,450,062
Premises and equipment, MEt .. ... ... ittt e 164,443 117,951
Accrued interest receivable . ... ... ... .. oL e 30,200 21,630
GoodWIll .. o 149,846 25,647
Core deposit intangibles . ......... i 27,246 6,185
Other A8SBES . .ttt i e e e e 209,082 193,563
TOtal ASSEES . . o v vttt e e $7,505,603  $5,947,133
LIABILITIES AND SHAREHOLDERS’ EQUITY
Deposits:
Demand — noninterest-bearing ... ...ttt $1,871,228  $1,513,038
Demand — interest-bearing. ......... ... ... L 135,003 43,452
Money market accounts ........... i e e 2,091,624 1,709,755
S aVIN S .« .ttt e 205,593 131,059
Time, $100 and OVer . ... .. s 944,283 642,590
Other tIme ..o e 372,312 363,345
Total deposits . ... o e 5,620,043 4,403,239
Securities sold under repurchase agreements ................civiiennenn.. 273,344 285,571
Other BOITOWINES . . .ot ittt e et ittt et et e i aeas 770,034 679,812
Senior subordinated debenture . ........ . .. ... 75,000 —
Junior subordinated deferrabie interest debentures . ........................ 149,486 51,547
Accrued interest payable . . ... ... e 2,902 1,822
Other liabilities. ... .. e e '34,380 25,821
Total liabilities ... ... e e 6,925,189 5,447,812

Commitments and contingencies
Shareholders’ equity:
Preferred stock — $0.01 par vaiue, 1,000,000 shares authorized; 0 issued and
outstanding at December 31, 2004 and 2003 .......................... — —
Common stock — $1 par value, 150,000,000 shares authorized 70,198,456
issued and 70,095,949 outstanding at December 31, 2004; 68,458,286

issued and 68,427,798 outstanding at December 31,2003 ........... R 70,198 68,458
Additional paid-in capital . ... . .. 92,330 65,380
Retained €armings. . ... ... .oo it e 428,311 368,069
Deferred compensation ... ... ... e (5,469) (4,215)
Accumulated other comprehensive income (loss) ........................ (3,221) 2,050
Treasury stock, at cost — 102,507 shares and 30,488 shares, respectively. .. .. (1,735) (421)

Total shareholders’ equity .. ... i 580,414 499,321

Total liabilities and shareholders’ equity ........... ... ..o ivvoan.. $7,505,603  $5,947,133

The accompanying notes are an integral part of the consolidated financial statements.
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SOUTHWEST BANCORPORATION OF TEXAS, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENT OF INCOME

Year Ended December 31,

2004

2003

2002

(Dollars in thousands,
except per share amounts)

Interest income:

Loans .. $217,140 $185,666 $177,837
Securities: :
Taxable. ... 56,046 43,959 52,333
TaX-eXempPt ..o e 9,317 5,651 4,426
Federal funds sold and other ........... ... ... ... ... ... .. .... 726 968 798
Total Interest INCOME . .. ..o\ttt ittt ee 283,229 236,244 235,594
Interest expense:
D EPOSIES .« ittt e 39,830 36,971 48,962
BOTTOWINES . . oot 16,847 8,754 10,817
Total interest €Xpense . .. ..ot 56,677 45,725 59,779
Net interest inCome . ... ... i i 226,552 190,519 175,815
Provision for 10an 108S€s . . ... oot e 10,212 11,850 11,037
Net interest income after provision for loan losses ............ 216,340 178,669 164,778
Noninterest income:
Service charges on deposit accounts . ......... ... ... 46,345 40,065 33,936
InVvestment SeIVICES . .. oottt e 12,682 9,712 9,302
Other fee inCOME . ... .o i e e 22,722 18,326 11,343
Bank-owned life insurance income . ......... .. ... . L 7,047 6,009 4,360
Other operating iNCOIME . . .. ...ttt et e 6,743 6,351 4,090
Gain on sale of loans, net ....... ... 978 1,522 1,868
Gain (loss) on sale of securities, net ........................... (12) 1,224 1,737
Total noninterest INCOME .. oottt ittt et 96,505 83,209 67,136
Noninterest expenses:
Salaries and employee benefits ............ ... ..o 117,869 97,176 81,486
OCCUPANCY EXPEMSE . . .« vttt t et iee e e et 37,657 29,690 24,066
Professional Services .........o i e 12,514 9,640 8,626
Core deposit intangible amortization expense .................... 4,947 1,368 —
Other operating eXpenses . . .. ..ottt ettt 43,624 35,868 31,537
Total noNINtErest EXPEnSes . . . oo\ vvvr e e, 216,611 173,742 145,715
Income before income taxes ........... ..., 96,234 88,136 86,199
Provision for InCome taxes . ... ..ottt e 27,691 27,407 26,993
Net INCOME ..ot e e $ 68,543 §$ 60,729 $§ 59,206
Earnings per common share: '
BaSIC . . e $ 099 §$§ 089 §$§ 0.88
Diluted . ............ e $ 097 $§ 087 § 0386
Dividends per common share ..............cccoviiiiieeiiiinn... $ 012 $ 005 § —

The accompanying notes are an integral part of the consolidated financial statements.
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SOUTHWEST BANCORPORATION OF TEXAS, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENT OF CHANGES IN SHAREHOLDERS’ EQUITY

Accumulated
Other
c Stock Additional . Comprehensive Total
ommon Stoc Paid-In  Retained  Deferred Income  Treasury Shareholders’
N Shares Dollars  Capital Earnings Compensation (Loss) Stock Equity
- (Dollars in thousands, except per share amounts)

BALANCE, DECEMBER 31,2001 ....... 65,848,196 $65,848 $41,828 $251,552 §$ (1,364) $ 3,870 —  $361,734
Exercise of stock options ............... 1,539,406 1,539 12,803 14,342
Issuance of restricted common stock, net ‘

of shares forfeited into Treasury....... 324,528 325 3,389 (3,714) —
Deferred compensation amortization .. ... 853 853
Comprehensive income: '
Net incomeé for the year ended
December 31,2002 ............... 59,206 59,206
Net change in unrealized appreciation
on securities available for sale, net of
" deferred taxes of ($6,195).......... 11,427 11,427
Reclassification adjustment for gains
included in net income, net of
deferred taxes of $696 ... ......... (1,264) (1,264)
Minimum pension liability, net of
deferred taxes of $418 ............. (775) (775)
Total compreheﬁsive income.......... ‘ 68,594

BALANCE, DECEMBER 31, 2002 ... ... 67,712,130 67,712 58,020 310,758 (4,225) 13,258 —. . 445,523
Exercise of stock options ............... 638,376 638 5,962 6,600
Issuance of restricted common stock, net

of shares forfeited into Treasury ....... 107,000 107 1,386 (1,488) (5) —
Issuance of non-employee director stock . . 780 1 12 13
Purchase of treasury stock.............. (416) (416)
Deferred compensation amortization .. . . .. 1,498 1,498
Cash dividends, $0.05 per common share . . (3,418) (3,418)
Comprehensive income: '
Net income. for the year ended
December 31,2003 ............... 60,729 60,729
Net change in unrealized appreciation
on securities available for sale, net of ’
_ deferred taxes of $5.109. .......... . (9,484) (9,484)
Reclassification adjustment for gains
- included in net income, net of . .
deferred taxes of $849 ............. (1,576) (1,576)
Minimum pension liability, net of :
deferred taxes of $80 .............. (148) (148)
Total comprehensive income.......... 49,521

BALANCE, DECEMBER 31, 2003 ....... 68,458,286 68,458 65380 368,069 (4,215) 2,050 (421) 499,321

" Exercise of stock options . .............. 837,684 838 8,892 9,730
Issuance of restricted common stock, net

of shares forfeited into Treasury....... 147,390 147 2,879 (3,020) (6) . —_
Issuance of non-employee director stock . . 7,628 8 124 132
Purchase of Klein Bancshares, Inc. ...... 747,468 747 15,055 15,802
Purchase of treasury stock.............. . ‘ (1,308) (1,308)
Deferred compensation amortization . . ... 1,766 1,766
Cash dividends, $0.12 per common share . . (8,301) (8,301)
Comprehensive income: )
Net income for the year ended
December 31,2004 ............ [ 68,543 68,543
Net change in unrealized appreciation
(depreciation) on securities available
for sale, net of deferred taxes of
$2,630 ... (5,533) (5,533)
Reclassification adjustment for losses
included in net income, net of
deferred taxes of ($187) ........... 310 310
Minimum pension liability, net of ‘
deferred taxes of $26 .............. (48) (48)
Total comprehensive income . ......... 63,272
BALANCE, DECEMBER 31, 2004 .. ..... 70,198,456 $70,198 $92,330 $428,311 § (5,469) $(3,221)  $(1,735) 3$580,414

The accompanying notes are an integral part of the consolidated financial statements.
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SOUTHWEST BANCORPORATION OF TEXAS, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENT OF CASH FLOWS
Year Ended December 31,

Cash flows from operating activities:

NEEIICOMIE & . .o ht ettt ettt et e et e e e

Adjustments to reconcile net income to net cash provided by operating activities:
Provision for loan losses. .. ... . i SN
Deferred tax expense (benefit) . ... . i
Depreciation ...................... e P
Valuation adjustments for mortgage servicing rights, net. ... .. ... ... ... .. .....
Realized (gain) loss on securities available for sale, net . .........................
Gain on sale of premises and equipment, net .......0 ... . i
Amortization and accretion of securities” premiums and discounts, net..............
Amortization of mortgage servicing rights. ........ .. .. .. L
Amortization of computer software ................ ... ... .... B

Amortization of core deposit intangibles ....... ... . ‘

Other amortization . ... ... .
Minority interest in net income of consolidated subsidiary ........................
Gainonsale of subsidiary . .......... ... .. oL L PP
Income tax benefit from exercise of stock options . ...... ... ... i
Net change in:
Loans held forsale ... ... . oo i
Other assets and liabilities, net ... .. PP o

Net cash provided by operating activities ................. ... ... . ... ...

Cash flows from investing activities: .
Proceeds from maturity and call of securities available forsale ....................
Proceeds from sale of securities available forsale ........... ... ... .
Proceeds from sale of subsidiary, net of cashsold ..................... D
Principal paydowns of mortgage-backed securities available for sale ................
Principal paydowns of mortgage-backed securities held to maturity ............. ...
Purchase of securities available forsale............. ... ... ... . o
Purchase of Federal Reserve Bank stock......... ... .. .. i L S
Proceeds from redemption of Federal Home Loan Bank stock ....................
Purchase of Federal Home Loan Bank stock .............. ... ... ... ... .....
Net increase in loans held for investment .. ...... ... ... ... ... . ...
Proceeds from sale of premises and equipment. . ..., .
Purchase of premises and equipment . ............. . . i e
Purchase of mortgage servicing rights ......... ... ... i
Purchase of Bank-owned life insurance policies ................ ... oo
Purchase of Maxim Financial Holdings, Inc., net of cash acquired of $142,658 ......
Purchase of Reunion Bancshares, Inc., net of cash acquired of $30,596 .............
Purchase of Klein Bancshares, Inc., net of cash acquired of $78,060 ...............
Investment in unconsolidated equity investees ..............oviiiiiii ..

Net cash used in investing activities .. ...........oiiiieiineinininrnenes

Cash flows from financing activities:
Net increase in noninterest-bearing demand deposits. . .............. ... ... .
Net increase (decrease) in time deposits .........coviiiniiniiinninininnnn.n,
Net increase in other interest-bearing deposits .. ....... ..ot

Net increase (decrease) in securities sold under repurchase agreements ............ '

Issuance of junior-subordinated deferrable interest debentures, net of cost...........
Issuance of senior subordinated debentures........ ... ... ... .. e
Net increase in other short-term borrowings . ......... . i
Proceeds from long-term borrowings ........ ... i
Payments on long-term bOTTOWINGS . . . ..ot i it
Payments of cash dividends . ... ..., . i
Net proceeds from exercise of stock options . .............. ..
Purchase of treasury stock ... ... ... . e

Net cash provided by financing activities. ........... .. ... . o o

Net increase (decrease) in cash and cash equivalents................................
Cash and cash equivalents at beginning of period ............ . ... . o i

Cash and cash equivalents at end of period .............. ... ... ...l

2004 2003 2002
(Dollars in thousands)

$ 68543 § 60,729 $ 59,206
10,212 11,850 11,037
(1,345) (640) 2,758
14,861 11,927 9,201
—_ (2,371) 2,371
12 (1,224) (1,737)
(27) (3) (839)
5,237 11,176 6,058
2,224 4,806 4,180
6,612 4,927 3,677
4,947 1,368 —
1,766 1,498 853
— — 40
— — (1,068)
2,973 1,885 6,500
(10,505) 4,490 (14,365)
(6,734) (16,802) 28,157
98,776 93,611 116,029
53,280 71,119 25,370
1,162,060 652,529 139,436
— — (3,003)
297,108 533,194 445,632
. 3,775 — —_
(1,593,349) (1,573,915}  (724,668)
(4,052) (28) (294)
28,716 6,765 5,699
(36,020) (5,046) (24,395)
(732,835) (280,191)  (461,126)
829 82 - 1,905
(46,022) (32,531) (46,947)
- (281) (804)
— (30,000) —
— 79,618 —
(20,004) — —
(71,138) — —
(5,808) (3,053) (862)
(963,460) (581,738)  (644,057)
118,692 153,445 309,613
202,737 61,395 (33,882)
153,350 34,814 231,470
(12,227) 10,128 (82,958)
97,939 51,047 —
75,000 — —
286,470 27,242 186,212
2,200 200,000 100,000
(200,448) (100,391) (361)
(8,301) (3,418) —
6,757 4,715 7,842
(1,308) (416) —
720,861 438,561 717,936
(143,823) (49,566) 189,908
485,798 535,364 345,456
$ 341,975 § 485,798 $§ 535,364

The accompanying notes are an integral part of the consolidated financial statements.
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SOUTHWEST BANCORPORATION OF TEXAS, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1. Nature of Operations and Summary of Significant Accounting Policies
Basis of Presentation and Nature of Operations

The consolidated financial statements include the accounts of Southwest Bancorporation of Texas, Inc.
(“the Bancorporation™) and all other entities in which the Bancorporation has a controlling financial interest
(collectively referred to as the “Company”). The consolidated financial statements also include the accounts
of First National Bank of Bay City, a 58% owned indirect subsidiary of the Company, through November 1,
2002. On this date, the Company sold its interest in this subsidiary. All material intercompany accounts and
transactions have been eliminated in consolidation. The accounting and financial reporting policies the
Company follows conform, in all material respects, to accounting principles generally accepted in the United
States of America and to general practices within the financial services industry.

The Company determines whether it has a controlling financial interest in an éntity by first evaluating
whether the entity is a voting interest entity or a variable interest entity under accounting principles generally
accepted in the United States. Voting interest entities are entities in which the total equity investment at risk
is sufficient to enable the entity to finance itself independently and provides the equity holders with the
obligation to absorb losses, the right to receive residual returns and the right to make decisions about the
entity’s activities. The Company consolidates voting interest entities in which it has all, or at least a majority
of, the voting interest. As defined in applicable accounting standards, variable interest entities (“VIEs”) are
entities that lack one or more of the characteristics of a voting interest entity. A controlling financial interest is
present when an enterprise has a variable interest, or a combination of variable interests, that will absorb a
majority of the entity’s expected losses, receive a majority of the entity’s expected residual returns, or both.
The enterprise with a controlling financial interest, known as the primary beneficiary, consolidates the VIE.
The Company’s wholly owned subsidiaries, Statutory Trust I, Statutory Trust II, and Statutory Trust III
(“the Trusts”), are VIEs for which the Company is not the primary beneficiary. Accordingly, the accounts of
these entities are not consolidated in the Company’s financial statements.

On March 7, 2005, Southwest Bank of Texas National Association (“the Bank’) changed its name to
Amegy Bank National Association. The Bank’s subsidiary, Mitchell Mortgage Company, L.L.C., changed its
name to Amegy Mortgage Company, L.L.C. (‘“Amegy Mortgage”) on the same date. Subject to sharehold-
ers’ approval at the annual meeting on May 4, 2005, the name of the Company will change to Amegy
Bancorporation, Inc.

Substantially all of the Company’s revenue and income is derived from the operations of the Bank and
Amegy Mortgage. The Baxjikprovides a full range of commercial and private banking services to small and
middle market businesses and individuals primarily in the Houston metropolitan area. Amegy Mortgage
originates, sells and services single family residential mortgages, residential and commercial construction loans
and commercial mortgages. .

On July 1, 2003, the Company completed its merger with Maxim Financial Holdings, Inc. (“Maxim”),
whereby Maxim was merged into the Company. On January 31, 2004, the Company completed its merger
with Reunion Bancshares, Inc. (“Reunion”), whereby Reunion was merged into the Company. On October 1,
2004, the Company completed its merger with Klein Bancshares, Inc. (“Klein™), whereby Klein was merged
into the Company. The results of operations of Maxim, Reunion, and Klein have been included in the
consolidated financial statements since their respective acquisition dates. See “Note 2 — Merger Related
Activity” for further discussion of the mergers. "

Management’s Estimates

The preparation of financial statements in conformity with accounting principles generally accepted in the
United States of America requires management to make estimates and assumptions that affect the reported
amounts of assets and liabilities and disclosure of contingent assets and liabilities at the dates of the financial
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SOUTHWEST BANCORPORATION OF TEXAS, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

statements and the reported amounts of income and expenses during the reporting periods. Actual results
could differ from those estimates.

Cash and Cash Equivalents

For purposes of reporting cash flows, cash and cash equivalents include cash on hand, amounts due from
banks, Federal Funds sold, and other short term securities with original maturities of less than ninety days.
Generally, Federal Funds are sold for one-day periods. ~

The Company is required to maintain noninterest-bearing cash reserve bélances with the Federal Reserve
Bank. The average of such cash balances was approximately $20.1 million and $14.2 million for the years
ended December 31, 2004 and 2003, respectively.

Securities

Debt securities which management intends and has the ability to hold to maturity are classified as held to
maturity. Securities held to maturity are stated at cost, increased by accretion of discounts and reduced by
amortization of premiums, both computed by the interest method.

Securities to be held for indefinite periods of time, including securities that management intends to use as
part of its asset/liability strategy, or that may be sold in response to changes in interest rates, changes in
prepayment risk, the need to increase regulatory capital or other similar factors, are classified as available for
sale and are carried at fair value. Fair values of securities are estimated based on available market quotations.
Unrealized holding gains and temporary losses, net of taxes, on available for sale securities are reported as a
separate component of other comprehensive income until realized. Premiums and discounts on securities
available for sale are amortized/accreted as an adjustment to the securities yield based upon the interest
method. Gains and losses on the sale of available for sale securities are determined using the specific
identification method.

Trading securities are carried at fair value. Realized and unrealized gains and losses on trading securities
are recognized in the consolidated statement of income as they occur. The Company held no trading securities
at December 31, 2004 and 2003.

The Company reviews its financial position, liquidity and future plans in evaluatmg the criteria for
classifying investment securities. Securities are classified among categories at the time the securities are
purchased. Declines in the fair value of individual held to maturity and available for sale securities. below their
cost that are other than temporary would result in write-downs, as a realized loss, of the individual securities to
their fair value. Management believes that based upon the credit quality of the. debt securities and the
Companys intent and ability to hold the securities until their recovery, none of the unrealized loss on
securities should be considered other than temporary.

Loans

Loans held for investment are reported at the principal amount outstanding, net of unearned discounts
and deferred loan fees, and including unamortized premiums or discounts. Interest income is accrued on the
unpaid principal balance.

Loans on which the accrual of interest has been discontinued are designated as nonaccrual loans. Loans
are designated as nonaccrual when reasonable doubt exists as to the full collection of interest and principal.
When a loan is placed on nonaccrual status, all interest previously accrued but not collected is reversed against
current period interest income. Income on such loans is then recognized only to the extent that cash is
received and where the future collection of interest and principal is probable. Interest accruals are resumed on
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SOUTHWEST BANCORPORATION OF TEXAS, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

such loans only when they are brought fully current with respect to interest and principal and when, in the
judgment of management, the loans are estimated to be fully collectible as to both principal and interest.

A loan is considered impaired, based on current information and events, if management believes that the
Company will be unable to collect all amounts due according to the contractual terms of the loan agreement.
All amounts due according to the contractual terms means that both the contractual interest payments and the
contractual principal payments of a loan will be collected as scheduled in the loan agreement. An insignificant
delay or insignificant shortfall in the amount of payment does not require a loan to be considered impaired.
The measurement of impaired loans is based on the present value of expected future cash flows discounted at
the loan’s effective interest rate or the loan’s observable market price or based on the fair value of the
collateral if the loan is collateral-dependent. If the measure of the impaired loan is less than the recorded
investment in the loan, a specific reserve is established for the shortfall as a component of the Company’s
allowance for loan loss methodology. The Company considers all nonaccrual loans to be impaired.

The accrual of interest on impaired loans is discontinued when, in management’s opinion, the borrower
may be unable to meet payments as they become due. When interest accrual is discontinued, all unpaid
accrued interest is reversed. Interest income is subsequently recognized only to the extent cash payments are
received. The amortization of deferred loan fees is discontinued when a loan is placed on nonaccrual.

Loans held for sale are carried at the lower of cost or market, which is computed by the aggregate method
(unrealized losses are offset by unrealized gains). The carrying amount of loans held for sale is adjusted by
gains and losses generated from corresponding hedging transactions entered into to protect loss of value from
increases in interest rates. Hedge positions are also used to protect the pipeline of loan applications in process
from increases in interest rates. Gains and losses resultlng from changes in the market value of the inventory
and open hedge positions are netted.

Allowance for Loan Losses

The allowance for loan losses is established through a provision for such losses charged against operations,
which represents management’s estimate of probable losses inherent in the loan portfolio. The allowance is
increased by provisions charged against current earnings and reduced by net charge-offs. Loans are charged
against the allowance for loan losses when management believes that the collectibility of the principal is
unlikely. The allowance is'an amount that management believes is adequate to reflect the risks inherent in the
existing loan portfolio and is based on evaluations of the collectibility and prior loss experience of loans. In
making its evaluation, management considers growth in the loan portfolio, the diversification by industry of the
Company’s commercial loan portfolio, the effect of changes in the local real estate market on collateral values,
the results of recent regulatory examinations, the affects on the loan portfolio of current economic indicators
and their probable impact on borrowers, the amount of charge-offs for current and prior periods, the amount of
nonperforming loans and related collateral, and the evaluation of its loan portfolio by the loan review function.

The allowance has several components, which include specific reserves, migration analysis reserves,
qualitative adjustments, a general reserve component, and a separate reserve for international, cross-border
risk (allocated transfer risk reserve “ATRR”).

The evaluation of the adequacy of loan collateral is often based upon estimates and appraisals. Because of
changing economic conditions, the valuations determined from such estimates and appraisals may also
change. Accordingly, the Company may ultimately incur losses which vary from management’s current
estimates. Adjustments to the allowance for loan losses are reported in the period such adjustments become
known or are reasonably estimable.
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Loan Fees and Costs

Nonrefundable loan origination and commitment fees net of certain direct costs associated with
originating loans held for investment are deferred and recognized as an adjustment to the related loan yield.
Such fees associated with originating loans held for sale are deferred and recognized as a portion of the gain or
loss on sale of loans. '

Premises and Equipment

Premises and equipment are stated at cost less accumulated depreciation and amortization. Depreciation
expense is computed using the straight-line method and is charged to operating expense over the estimated
useful lives of the assets. Depreciation expense has been computed principally using estimated lives of thirty to
forty years for premises, three to five years for hardware and software, and five to ten years for furniture and
equipment. Leasehold improvements are amortized using the straight-line method over the shorter of the
remaining term of the respective lease or the estimated useful life of the improvement. Costs of major
additions and improvements are capitalized. Expenditures for maintenance and repairs are charged to
operations as incurred. When assets are retired or otherwise disposed of, the cost and related accumulated
depreciation are removed from the accounts and any resulting gain or loss is reflected in income for the period.

Goodwill and Other Intangibles

Goodwill is recorded for-the excess of the purchase price over the fair value of identifiable net assets,
including core deposit intangibles, acquired through a merger transaction. Goodwill is not amortized, but
instead is tested for impairment at least annually using both a discounted cash flow analysis and a review of the
valuation of recent bank acquisitions. The discounted cash flow analysis utilizes a risk-free interest rate,
estimates of future cash flows and probabilities as to the occurrence of the future cash flows. The Company
utilizes its budgets and projections of future operations based upon historical and expected industry trends to
estimate future cash flows and the probability of their occurring as projected. Other acquired intangible assets
determined to have finite lives, such as core deposit intangibles, are amortized over their estimated useful lives
in a manner that best reflects the economic benefits of the intangible asset. In addition, impairment testing is
performed periodically on these amortizing intangible assets.

Other Real Estate Owned

Real estate acquired through foreclosure is carried at the lower of the recorded investment in the property
or its fair value less estimated selling costs. Prior to foreclosure, the value of thé underlying collateral of the
loan is written down to its estimated fair value less estimated selling costs through a charge to the allowance
for loan losses, if necessary. Any subsequent write-downs are charged against operatioris. Operating expenses
of such properties are included in other operating expenses in the accompanying consolidated statement of
income. ‘ :

Investments in Unconsolidated Investees

Investments in unconsolidated investees are accounted for using the equity method of accounting when
the Company has the ability to exercise significant influence, but not control, over the investees. The cost
method of accounting is used when the Company has neither the ability to exercise significant influence, nor
control, over the investee. Such investments are monitored for impairment as significant events occur.

Bank-Owred Life Insurance

Bank-owned life insurance (“BOLI”) represents life insurance on the lives of certain employees who
have provided positive consent allowance the Bank to be the beneficiary of such policies. Increases in the cash
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value of the policies, as well as insurance proceeds received, are recorded in other operating income in the
accompanying consolidated statement of income and are not subject to income taxes. The cash value is
included in other assets in the accompanying consolidated balance sheet.

" Mortgage Servicing Rights

Mortgage servicing rights represent the right to receive future mortgage servicing fees. The Company
recognizes as separate assets the right to service mortgage loans for others, whether the servicing rights are
acquired through a separate purchase or through loan origination by allocating total costs incurred between the
loan and the servicing rights retained based on their relative fair values. Mortgage servicing rights are
amortized in proportion to, and over the period of, estimated net servicing income. The Company periodically
evaluates the carrying value of the mortgage servicing rights in relation to the present value of the estimated
future net servicing revenue based on management’s best. estimate of the amount and timing of expected
future cash flows, including assumptions about loan repayment rates, credit loss experience, and costs to
service, as well as discount rates that consider the risk involved.

Mortgage servicing rights are reported as a component of other assets in the accompanying consolidated
balance sheet. Fair value is determined by using quoted market prices for mortgage servicing rights with
similar characteristics, when available, or based upon discounted cash flows using market-based assumptions.
For purchased mortgage servicing rights, the cost of acquiring loan servicing contracts is capitalized to the
extent such costs do not exceed the amount by which the present value of estimated future servicing revenue
exceeds- the present value of expected future servicing costs.

Mortgage loans serviced for others are not included in the consolidated balance sheet. The unpaid
principal balance of mortgage loans serviced for others was approximately $849.9 million, $931.0 million, and
$1.07 billion at December 31, 2004, 2003 and 2002, respectively. .

Custodial escrow balances maintained in connection with the foregoing loan servicing, and included in
demand deposits, were approximately $28.0 million and $20.7 million at December 31, 2004 and 2003,
respectively.

Earnings and Dividends per Common Share

Basic earnings per common share is computed by dividing income available for common shareholders by
the weighted average number of common shares outstanding for the period. Diluted earnings per common
share is computed by dividing income available for common shareholders, adjusted for any changes in income
that would result from the assumed conversion of all potential dilutive common shares, by the sum of the
weighted average number of common shares outstanding and the effect of all potential dilutive common shares
outstanding for the period.

Cash dividends per common share represent the historical cash dividends of the Company. Dividends are
recorded as a payable on the declaration date.

On June 17, 2004, the Company declared a stock split effected by a stock dividend payable at the rate of
one share of the Company’s common stock for each share of the Company’s common stock issued and
outstanding as of July 1, 2004, payable on July 15, 2004, to the holders of record as of the close of business on
July 1, 2004. This stock split has been given retroactive effect in the accompanying financial statements and
related notes. In addition, earnings and dividends per common share data has been restated for all periods
presented.
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Income Taxes

Provision for income taxes is the total of the current year income tax due or refundable and the change in
deferred tax assets and liabilities (excluding deferred tax assets and liabilities associated with components of
other comprehensive income). Deferred tax assets and liabilities are the expected future tax amounts for the
temporary differences between carrying amounts and tax bases of assets and liabilities, computed using
enacted rates. A valuation allowance, if needed, reduces deferred tax assets to the expected amount most
likely to be realized. Realization of deferred tax assets is dependent upon the generation of a sufficient level of
future taxable income and recoverable taxes paid in prior years. Although realization is not assured,
management believes it is more likely than not that all of the deferred tax assets will be realized.

Comprehensive Income

Comprehensive income includes all changes in shareholders’ equity during a period, except those
resulting from transactions with shareholders. Besides net income, other components of the Company’s
comprehensive income include the after tax effect of changes in the fair value of securities available for sale
and minimum pension liability adjustments. Comprehensive income is reported in the accompanying
consolidated statement of shareholders’ equity.

Deferred Compensation

Deferred compensation is recorded as a component of shareholders’ equity for non-vested stock awards
issued The compensation is valued at the grant date and recognized over the vesting period.

Stock-Based Compensation

The Company applies the intrinsic value method in accounting for its stock-based compensation plans in
accordance with Accounting Principles Board Opinion No. 25 (“APB No. 25”). Because the exercise price of
the Company’s stock options equals the market price of the underlying stock on the date of grant, no
compensation expense is recognized on options granted.

In 19935, the Financial Accounting Standards Board issued Statement of Financial Accounting Standards
No. 123, Accounting for Stock-Based Compensation, (“SFAS No. 123”) which, if fully adopted by the
Company, would change the method the Company applies in recognizing the expense of its stock-based
compensation plans for awards subsequent to 1994. Adoption of the expense recognition provisions of
SFAS No. 123 is optional and the Company decided not to elect these provisions of SFAS No. 123. However,
pro forma disclosures as if the Company adopted the expense recognition provisions of SFAS No. 123 are
required by SFAS No. 123 and are presented below.
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If the fair value based method of accounting under SFAS No. 123 had been applied, the Company’s net
income available for common shareholders and earnings per common share would have been reduced to the
pro forma amounts indicated below (assuming that the fair value of options granted during the year are
amortized over the vesting period):

Year Ended December 31,
2004 2003 2002

{Dollars in thousands,
except per share amounts)

Net income
ASTEPOTtEd ...\t $68,543  $60,729  $59,206
Pro forma . .. oot $65,834  $58,312  $57,009
Stock-based compensation cost, net of income taxes
Asreported ................ P $ 1,148 $ 1,034 $ 586
Pro forma. .o $ 3,857 $ 3451 §$ 2,783
Basic earnings per common share
ASTEPOTtEd ..\t e $ 099 $ 089 $ 0.88
Proforma........ ..o $ 095 $ 086 $ 0385
Diluted earnings per common share
Asreported ... .. § 097 % 087 $ 086
Pro forma....... S PP $ 093 $ 084 $ 083

The effects of applying SFAS No. 123 in the above pro forma disclosure are not indicative of future
amounts. The Company anticipates making awards in the future under its stock-based compensation plans.

The Company expects to adopt the provisions of Statement of Financial Accounting Standards No. 123,
Share-Based Payment, {“SFAS No. 123R”) on July 1, 2005. See “Note 1 — New Accounting Pronounce-
ments” for additional information.

Derivative Financial Instruments

The Company recognizes all derivative financial instruments, such as forward option contracts, commit-
ments to originate loans held for sale, and commitments to sell mortgage loans, in the consolidated financial
statements at fair value regardless of the purpose or intent for holding the instrument. Changes in the fair
value of derivative financial instruments are either recognized periodically in income or in shareholders’ equity
as a component of other comprehensive income depending on whether the derivative financial instrument
qualifies and is designated for hedge accounting, and if so, whether it qualifies as a fair value hedge or a cash
flow hedge. Generally, changes in fair values of derivatives accounted for as fair value hedges are recorded in
income along with the portions of the changes in the fair value of the hedged items that relate to the hedged
risk(s). Changes in fair values of derivatives accounted for as cash flow hedges, to the extent they are effective
as hedges, are recorded in other comprehensive income net of deferred taxes. Changes in fair values of
derivatives not qualifying as hedges are reported in the statement of income. For the years ended
December 31, 2004, 2003, and 2002, the impact of the Company’s derivative financial instruments was
immaterial.

Off-Balance Sheet Financial Instruments

In the ordinary course of business the Company has entered into off-balance sheet financial instruments
consisting of commitments to extend credit, commitments to sell mortgage loans, commercial letters of credit
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and standby letters of credit. Such financial instruments are recorded in the financial statements when they are
funded or related fees are incurred or received.

Segment Information

In accordance with SFAS No. 131, Disclosure about Segments of an Enterprise and Related Information,
the Company uses the “management approach” for reporting business segment information. The management
approach designates the internal organization that is used by management for making operating decisions and
assessing performance as the source of the Company’s reportable segments.

The Company considers its business as two operating segments: the bank and the mortgage company.
The Company has disclosed results of operations relating to the two segments in Note 18 to the consolidated
financial statements.

Reclassifications

Certain previously reported amounts have been reclassified to conform to the 2004 financial statement
presentation. These reclassifications had no effect on net income, shareholders’ equity, or cash flows,

New Accounting Pronouncements

On December 16, 2003, the American Institute of Certified Public Accountants {“AICPA”) issued
Statement of Position 03-3, Accounting for Certain Loans or Debt Securities Acquired in a Transfer
(“SOP 03-3”). SOP 03-3 provides guidance on the accounting for differences between contractual and
expected cash flows from the purchaser’s initial investment in loans or debt securities acquired in a transfer, if
those differences are attributable, at least in part, to credit quality. Among other things, SOP 03-3:
(1) prohibits the recognition of the excess of contractual cash flows over expected cash flows as an adjustment
of yield, loss accrual, or valuation allowance at the time of purchase; (2) requires that subsequent increases in
expected cash flows be recognized prospectively through an adjustment of yield; and (3) requires the
subsequent decreases in expected cash flows be recognized as an impairment. In addition, SOP 03-3 prohibits
the creation or carrying over of a valuation allowance in the initial accounting of all loans within its scope that
are acquired in a transfer. SOP 03-3 becomes effective for loans or debt securities acquired in fiscal years
beginning after December 15, 2004. The Company does not expect the requirements of SOP 03-3 to have a
material impact on its financial condition or results of operations.

On March 9, 2004, the Securities and Exchange Commission staff issued Staff Accounting Bulletin
No. 108, Application of Accounting Principles to Loan Commitments (“SAB No. 105”). SAB No. 105
summarizes the view of the staff regarding the application of generally accepted accounting principles to loan
commitments accounted for as derivative instruments including recognition of the loan commitment and
financial statement disclosures. The requirements of SAB No. 105 did not have a material impact on the
financial condition or results of operations of the Company.

On December 16, 2004, the Financial Accounting Standards Board (“FASB”) issued SFAS No. 123R.
SFAS No. 123R eliminates the ability to account for stock-based compensation using APB No. 25 and
requires that such transactions be recognized as compensation cost in the income statement based on their fair
values on the date of the grant. The provisions of this statement become effective for all equity awards granted
after July 1, 2005 as well as equity awards that are unvested on that date. Although the Company has not yet
completed an analysis to quantify the exact impact the new standard will have on its future financial
performance, the Stock-Based Compensation disclosures in “Note 1 — Basis of Presentation” provide detail
as to the Company’s financial performance as if the Company had applied the fair value based method and
recognition provision of SFAS No. 123 to stock-based compensation in the current reporting periods.
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On June 4, 2004, the Emerging Issues Task Force (“EITF”) issued EITF Issue 03-1, The Meaning of
Other-Than-Temporary Impairment and Its Application to Certain Investments. EITF 03-1 provides
guidance for determining when an investment is considered impaired, whether impairment is other-than-
temporary, and measurement of an impairment loss. An investment is considered impaired if the fair value of
the investment is less than its cost. Generally, an impairment is considered other-than-temporary unless:
(1) the investor has the ability and intent to hold an investment for a reasonable period of time sufficient for an
anticipated recovery of fair value up to or beyond the cost of the investment; and (ii) evidence indicating that
the cost of the investment is recoverable within a reasonable period of time outweighs evidence to the
contrary. If impairment is determined to be other-than-temporary, an impairment loss should be recognized
equal to the difference between the invesiment’s cost and its fair value. Certain disclosure requirements of
EITF 03-01 were adopted in 2003. The recognition and measurement provisions were initially effective for
other-than-temporary impairment evaluations in reporting periods beginning after June 15, 2004. In Septem-
ber 2004 the effective date of these provisions was delayed until the finalization of a FASB Staff Position to
provide additional implementation guidance. The Company continues to follow the requirements of
SFAS No. 115, Accounting for Certain Investments in Debt and Equity Securities, and Staff Accounting
Bulletin No. 59, Accounting for Noncurrent Marketable Equity Securities.

2. Merger Related Activity

The mergers described below were accounted for as purchase transactions. The purchase prices have been
allocated to the assets acquired and the liabilities assumed based on their estimated fair value at the date of
the mergers. The excess of the purchase price over the estimated fair values of the net assets acquired was
recorded as goodwill, none of which is expected to be deductible for tax purposes. Goodwill is evaluated
annually for possible impairment under the provisions of SFAS No. 142, Goodwill and Other Intangible
Assets.

On July 1, 2003, the Company completed its merger with Maxim, whereby its subsidiary, MaximBank
was merged with and into the Bank. The addition of the eight Maxim branches expands the Company’s
branch network to include Galveston County, Texas. The merger was a cash transaction valued at
$63.0 million. The source of the funds for the merger was available cash.

On January 31, 2004, the Company completed its merger with Reunion, whereby its subsidiary, Lone
Star Bank (“Lone Star”) was merged with and into the Bank. The addition of the five Lone Star branches
expands the Company’s branch network to include the Dallas market and represents an attractive growth
opportunity for the Company. The merger was a cash transaction with $43.5 million paid at closing and an
additional $6.5 million deposited into an escrow account. The release of this account is contingent upon the
performance of the loan portfolio and other potential liabilities over a three-year period. In addition, the Bank
paid $600,000 to Reunion’s financial advisor in connection with this transaction. The purchase price was
funded through the proceeds of $51.5 million of junior subordinated deferrable interest debentures issued in
October 2003.

On October 1, 2004, the Company completed its merger with Klein, whereby its subsidiary, Klein
Bank & Trust was merged with and into the Bank. The addition of the 27 Klein branches expands the
Company’s branch network in the northwest quadrant of the Houston metropolitan area. The merger was a
cash and common stock transaction with $149.2 million of the $165.0 million purchase price paid in cash and
the remainder paid through the issuance of 747,468 common shares of the Company. These shares were
valued at the average of the closing price of the Company’s common stock for the fifteen business days ended
five business days prior to the merger date. The cash portion of the purchase price was funded through the
proceeds of $36.1 million of junior subordinated deferrable interest debentures and $75.0 million of senior
subordinated debentures issued in September 2004.
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The following table summarized the estimated fair value of the assets acquired and liabilities assumed at
the date of the mergers.
Maxim Reunion Klein
July 1, 2003  January 31, 2004  October 1, 2004
(Dollars in thousands)

Cash. ... $142,658 $ 30,596 $ 78,060
Securities. .............. e 59,781 30,946 329,862
Loans. ..o 98,362 163,822 163,086
Loan premium (discount) ...................... 6,678 (1,038) 5,574
Allowance for loan losses ...................... (1,426) (2,116) (1,354)
Goodwill ....... .. ... . 23,253 29,755 94,248
Core deposit intangibles ....................... 7,553 6,379 19,629
Other assets ..........oiiiiinieiiniininnnn.. 11,929 3,779 23,969
Deposits................ FE P (241,129) (207,026) (535,644)
Deposit (premium) discount ................... (407) (39) 684
BOTTOWINES .+« v v vttt eee s (37,531) (2,000) —
Other liabilities. ............... .. ... .. (6,681) (2,458) (13,114)
GOS8t it $ 63,040 $ 50,600 $ 165,000

Core deposit intangibles (“CDI”) are amortized using an economic life method based on deposit attrition
projections derived from nationally-observed patterns within the banking industry. As a result, CDI
amortization will decline over time with most of the amortization during the initial years. The Maxim CDI is
being amortized over a weighted average period of eight and one-half years with no residual value. The Lone
Star CDI is being amortized over a weighted average period of thirteen and one-third years with no residual
value. The Klein CDI is being amortized over a weighted average period of twelve years with no residual
value.

The unaudited pro forma combined results, as if Maxim, Reunion, and Klein had been included in
operations at January 1, 2003, are estimated to be as follows,
Pro Forma Year Ended
December 31,
2004 2003

(Dollars in thousands,
except per share
amounts)

Net interest income after provision for loan losses and

noninterest income . . ... RN $343,598  $316,251
Income before INCOME 1AXES . . ..ot vr ettt 104,430 98,999
Nt INCOME . .. e e 73,938 68,113
Earnings per common share, basic.............. ... .. ... ...... e $ 106 $ 099
Earnings per common share, diluted . ............ ... ... . ... . ..., $ 104 $ 097

Maxim recorded a gain on sale of securities of $5.3 million in the second quarter of 2003, which has been
recorded in the pro forma results above. These pro forma results are not necessarily indicative of what actually
would have occurred if the merger had been completed as of the beginning of each fiscal period presented, nor
are they necessarily indicative of future consolidated results.
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3. Securities

follows:

The amortized cost and fair value of securities classified as available for sale and held to maturity is as

December 31, 2004

Gross Unrealized

Amortized
Cost Gain Loss Fair Value
(Dollars in thousands)

Available for sale:
U.S. Government and agency securities .... $ 388,061 § 246 § (2,623) $ 385,684
Mortgage-backed securities ............... 1,237,420 3,820 (11,076) 1,230,164
Municipal securities .. ................... 246,705 7,564 (1,392) 252,877
Federal Reserve Bank stock .............. 8,511 — — 8,511
Federal Home Loan Bank stock .......... 32,772 — — 32,772
Other securities ............ U 17,196 — — 17,196
Total securities available for sale .. ...... $1,93'0,665 $11,630  $(15,091) $1,927,204

Held to maturity:
Mortgage-backed SECUTIHES .+ o v vvens . $§ 58033 $ 53 $ — § 58,569
Total securities held to maturity ........ $ 58033 §$§ 536 § — $ 38,569
December 31, 2003
Amortized Gross Unrealized
Cost Gain Loss Fair Value
{Dollars in thousands)

Available for sale:
U.S. Government and agency securities .. ... $ 250359 § 841 § (102) $ 251,098
Mortgage -backed securmes ................ 1,101,988 7,078 (8,320) 1,100,746
Munlclpal SECUTIIES . oo o 152,927 5,905 (754) 158,078
Federal Reserve Bank stock ............... 4,459 — — 4,459
Federal Home Loan Bank stock ........... 25,469 —_ — 25,469
Other securities ......... ... ... ... ... 9,455 93 9,548
Total securities available for sale ......... $1,544,657  $13917  $(9,176) $1,549,398

The following table displays the gross unrealized losses and fair value of investments as of December 31,
2004 that were in a continuous unrealized loss position for the periods indicated:

Less Than 12 Months Greater Than 12 Months Total
Fair Unrealized Fair Unrealized Fair Unrealized
Value Loss Value Loss . Value Loss
(Dollars in thousands)
U.S. Government and agency ’
securities .. ... oo $ 272,478 $.(2,623) $ —  $ — % 272478 $ (2,623)
Mortgage-backed securifies . . . 722,889 (7.035) 202,543 (4,041) 925,432 (11,076)
Municipal securities......... 56,349 (1,048) 12,668 (344) 69,017 (1,392)
Total ................... $1,051,716  $(10,706) $215,211 $(4,385) $1,266,927 $(15,091)
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Declines in the fair value of individual securities below their cost that are other than temporary would
result in write-downs, as a realized loss, of the individual securities to their fair value. Management believes
that based upon the credit quality of the debt securities and the Company’s intent and ability to hold the
securities until their recovery, none of the unrealized loss on securities should be considered other than
temporary.

The scheduled maturities of securities classified as available for sale and held to maturity is as follows:

December 31, 2004 December 31, 2003
Amortized Amortized
Cost Fair Value Cost Fair Value

{Dollars in thousands)
Available for sale:

Withinoneyear ............................ $ 112,383 § 112,287 § 24,833 § 25056
After one year through five years............ .. 301,809 300,350 231,279 232,022
After five years through ten years ............. 124,951 127,665 19,248 19,962
OVer ten years .. ........oonvernnenannnennn.. 95,623 98,259 127,926 132,136
634,766 638,561 403,286 409,176

Mortgage-backed securities. .................. 1,237,420 1,230,164 1,101,988 1,100,746
Federal Reserve Bank stock .................. 8,511 8,511 4,459 4,459
Federal Home Loan Bank stock .............. 32,772 32,772 25,469 25,469
Other securities .......cooviiivrnnnnnn, 17,196 17,196 9,455 9,548
Total securities available forsale ............ $1,930,665  $1,927,204  $1,544,657  $1,549,398

Held to maturity:

Mortgage-backed securities. .................. $ 58,033 § 58569 § — 5 —
Total securities held to maturity ............ $ 58033 $§ 58569 § —  § —

Securities with a carrying value of $1.13 billion and $921.6 million at December 31, 2004 and 2003,
respectively, have been pledged to collateralize repurchase agreements, public deposits, and other items.

Gross gains of $2.3 million, $2.2 million, and $2.3 million and gross losses of $2.3 million, $961,000, and
$562,000 were recognized on sales of investment securities for the years ended December 31, 2004, 2003, and
2002, respectively. The tax expense (benefit) applicable to these net realized gains and losses was {$4,000),
$429,000, and $608,000, respectively.
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4. Loans

A summary of loans outstanding classified by purpose follows:
December 31,

2004 2003
(Dollars in thousands)
Commercial and industrial ....... .. ... ... . . $2,052,051  $1,502,802
Real estate: ,
Construction and land development............ ... ... ... ..... 800,335 709,914
1-4 family residential . ......... ... .. ... ... 720,825 562,954
Other . e e 835,416 575,155
oMU, L o ittt e 132,226 142,512
Unamortized loan premiums and discounts, net.................... 9,465 6,107
Unearned income and fees, net of related costs . ................... (10,740) (7,771)
Allowance for loan 10Sses . ... ... .. . . i (49,408) (41,611)
Loans held for investment, net....... ... ... ... i 4,490,170 3,450,062
Loans held for sale . ......... .. . . . 107,404 96,899
Total loans, Net. ... ...t $4,597,574  $3,546.961

An analysis of the allowance for loan losses, which includes activity related to allowances on impaired
loans calculated in accordance with SFAS No. 114 and activity related to other loan loss allowances
determined in accordance with SFAS No. 5, is as follows:

Year Ended December 31,

2004 2003 2002
; (Dollars in thousands)
Allowance for loan losses, beginning balance ................. $41,611  $35,449  $30,856
Provision charged against operations. ........... ... ........ 10,212 11,850 11,037
Charge-offs ........... . ... i e (9,032)  (8,265)  (7,092)
Recoveries . ... 3,147 1,151 736
Allowance acquired through mergers and acquisitions .......... 3,470 1,426 —
Adjustment for sale of subsidiary ........................... — — (88)
Allowance for loan losses, ending balance .................... $49.408 $41,611  $35,449

The following is a summary of loans considered to be impaired:

December 31,

2004 2003
(Dollars in thousands)
Impaired loans with no SFAS No. 114 valuation reserve ................. $ 4342 % 8838
Impaired loans with a SFAS No. 114 valuation reserve . ................. 20,944 7,970
Total recorded investment in impaired loans ......................... $25,286  $16,808
Valuation allowance related to impaired loans .......................... $ 5848 § 2,768

The average recorded investment in impaired loans during 2004, 2003, and 2002 was $21.0 million,
$19.9 million, and $22.1 million, respectively. Interest income on impaired loans of $170,000, $0, and
$178,000 was recognized for cash payments received in 2004, 2003 and 2002, respectively. The increase in the
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valuation allowance related to impaired loans is the result of an increase in the recorded investment in
impaired loans from $16.8 million at December 31, 2003 to $25.3 million at December 31, 2004.

The Company has loans, deposits, and other transactions with its principal shareholders, officers, directors
and organizations with which such persons are associated which were made in the ordinary course of business.
The aggregate amount of term loans to such related parties was $91.7 million and $59.2 million at
December 31, 2004 and 2003, respectively. Following is an analysis of activity with respect to these amounts:

December 31,

2004 2003
(Dollars in thousands)
Balance, beginning of year ....... ... ... . . . $ 59,207 $ 46,562
NeEW J0aMS . o oottt e 49,182 37,199
REPAYIMENTS .\ttt e e e e (16,697)  (24,554)
Balance, end of year ....... .. ... .. . ... .. . $ 91,692 $ 59,207
Revolving lines of credit to related parties ........................... $ 84,052 $ 78,292
Amount outstanding under revolving lines of credit.................... 35,756 43,209

5. Premises and Equipment

Premises and equipment consist of the following:

December 31,

2004 2003
(Dollars in thousands)
Land ..o e e - $.39,056 $ 20,035
Premises and leasehold improvements............... D - 111,938 87,689
Furniture and equipment. ......... ... oo . 112,847 91,842
263,841 199,566
Less accumulated depreciation and amortization...................... 4‘99,398) {81,615)

$164,443  8117,951

6. Goodwill and Core Deposit Intangibies

Changes in the carrying amount of the Company’s goo‘dwill and core deposit intahgiblcs for the years
ended December 31, 2004 and 2003 were as follows:

Year Ended December 31,

2004 . 2003
Core Deposit Core Deposit
Goodwill Intangibles Goodwill Intangibles
_ . . (Dollars in thousands)

Balance, beginning of year ................. $ 25,647 $ 6,185, $250 . $ —
Acquisition of Maxim ................... — — 23,057 7,553
Acquisition of Reunion .................. - 29,755 6,379 — =
Acquisition of Klein .................... 94,248 . 19,629 —_— —
Adjustment to acquisition of Maxim....... - 196 - .o — —
Amortization .......... L — (4,947) T — (1,368)

" Balance, end of YEar . ... .. .eoiiiie | 5149846 $27246  $25647  $ 6185
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The following table shows the current period and estimated future amortization expense for core deposit

intangibles: :
Core Deposit

Intangibles
(Dollars in thousands)

Year ended December 31,2004 .............. e R $4,947
Estimate for year ended December 31,

2005 . e e e $7,980
2006 . o e e 5,431
2007 .« e e 4,141
2008 L e e e e e 3,137
2009 ..... A 2,212
Thereafter . . o e e 4,345

7. Other Assets

Other assets consist of the following:
December 31,

2004 2003
(Dollars in thousands)
Other real estate and foreclosed property ..., $ 8887 § 4,248
Deferred income taxes........ e — 2,561
Banker's acCeptances ... ... vutitit i e e 429 2,422
Investment in unconsolidated investees . ... ......... .. i, 9,671 4,549
Cash value of Bank-owned life insurance ....................... e 127,189 121,665
Factored receivables. .............. e e e 35,126 31,958
Mortgage servicing rights, net .. ... . it 7,121 8,299
ORI . L e e 20,659 17,861

$209,082  $193,563

Investments in unconsolidated investees represent equity investments in the Trusts and enterprises that
primarily make investments in middle market businesses in the form of debt and equity capital. Unfunded
commitments to unconsolidated investees were approximately $12.6 million at December 31, 2004. The
Company has no other guarantees of investee activity.

8. Mortgage Servicing Rights

The Company originates residential and commercial mortgage loans both for its own portfolio and to sell
to investors with servicing rights retained through its ownership of Amegy Mortgage. Amegy Mortgage also
purchases mortgage servicing rights.

Mortgage servicing assets are periodically evaluated for impairment based upon the fair value of the
rights as compared to amortized cost. Impairment is determined by stratifying rights by predominant
characteristics, such as interest rates and original loan term (primarily 15 and 30 years). Fair value is
determined by using quoted market prices for mortgage servicing rights with similar characteristics, when
available, or based upon discounted cash flows using market-based assumptions. In periods of falling market
interest rates, accelerated loan prepayment speeds can adversely impact the fair value of these mortgage-
servicing rights relative to their book value. In the event that the fair value of these assets were to increase in
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the future, the Company can recognize the increased fair value to the extent of the impairment allowance but
cannot recognize an asset in excess of its amortized book value. Any provision and subsequent recovery would
be recorded as a component of other fee income in the consolidated statement of income.

The following table summarizes the changes in capitalized mortgage servicing rights for the periods
indicated:

Year Ended December 31,
- 2004 2003 2002
(Dollars in thousands)

Mortgage servicing rights:

Balance, beginning of period . ........... .. ... . il $ 8299 $10,628 $12,008
Originations .. ... e 1,046 2,196 1,996
Purchases ....... .. . - 281 304
AMOTtZAtION . ..ottt e (2,224) (4,806) (4,180)

Balance, end of period ... sl 720 8,299 10,628

Valuation allowance:

Balance, beginning of period .................. e - — 2,371 —
PrOVISION. . .\ttt it —. 234 2,700
RECOVETY ottt ettt e e e —  (2,605) (329)

Balance, end of period .. ......... ... . . . . ' — — 2,371

Mortgage servicing rights, net .......... ... ... .. ... ... $ 7,121  $8299 $ 8257

The fair value of these servicing rights was approximately $10.1 million, $10.9 million, and $9.8 million at
December 31, 2004, 2003, and 2002, respectively. The fair value of servicing rights was determined using
discount rates ranging from 9.5% to 20.5% and prepayment speeds ranging from 194.3% to 1,527.5% of
standard Public Securities Association prepayment speeds, depending upon the stratification of the specific
mortgage servicing right. A decrease in mortgage interest rates of 25 basis points and 50 basis points would
result in an estimated fair value of capitalized mortgage servicing nghts of $9 6 million and $9.1 million,
respectively, as of December 31, 2004.

The portfolio of loans serviced for others totaled $849.9 million, $931.0 miliion, and $1.07 billion at
December 31, 2004, 2003, and 2002, respectively. Capitalized mortgage servicing rights represent 84 basis
points, 89 basis points, and 77 basis points of the portfolio serviced at December 31, 2004, 2003, and 2002,
respectively.

To the extent that capitalized mortgage servicing rights exceed fair value, a valuation allowance is
recorded. During the third quarter of 2003, the Company recognized a non-cash, pretax, recovery of the
carrying value of the mortgage servicing asset of $2.6 million in accordance with the quarterly revaluation of
the capitalized mortgage servicing costs. With this recovery, the Company’s valuation allowance originally
recorded in the third quarter of 2002 has been fully recovered.

The provision for capitalized mortgage servicing rights in excess of fair value and subsequent recovery are
included in other fee income in the consolidated statement of income for the years ended December 31, 2003
and 2002. No such provision was recognized in 2004.
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9. Deposits.

At December 31, 2004, scheduled maturities of time deposits are summarized as follows: '
’ . December 31,

2004
(Dollars in thousands)
2004 . e $1,059,003
200 L 185,799
2000 . e 36,130
2007 e e e 22,330
2008 . e e 13,324
Thereafter ... ... i e 9
$1,316,595

At December 31, 2004 and 2003, the aggregate amount of deposits frorn related parties was $115.8 mil-
lion and $85.5 million, respectively.

Brokered deposits were $121.3 million and $156.4 million at December 31, 2004 and 2003, respectively.
The Bank’s brokered deposits are attributable to a major treasury management relationship whereby the Bank
provides banking and treasury management services to mortgage companies throughout the United States.
Under this relationship, a referring source, whose business is to lend money to mortgage companies, introduces
its customers to the Bank. Deposits garnered as a result of those introductions are classified as brokered
deposits for financial and regulatory reporting purposes. :

10. Subordmated Debentures
Junior Subordmared Deferrable Interest Debentures :

The Company has issued a total of $149.5 million of junior subordinated deferrable interest debentures to
three wholly-owned statutory business trusts, Statutory Trust I (*Trust 1), Statutory Trust II (*Trust II”),
and Statutory Trust IIT (“Trust III”). The trusts are considered variable interest entities for which the
Company is not the primary beneficiary. Accordingly, the accounts of the trusts are not included in the
Company’s consolidated financial statements. See “Note 1 — Nature of Operations and Summary of
Significant Accounting Policies” for additional information about the Company’s. consolidation policy. Details
of the Company’s transactions with these trusts are presented below.

- Trust Junior ' Interest
Preferred Subordinated Rate at
Issuance Maturity Securities Debt Owned December 31, Redemption
Description Date Date Qutstanding by Trust Interest Rate 2004 Date
‘ (Dollars in thousands)
Statutory’ ‘ ‘ .
Trust I ... 10/7/2003 12/17/2033 $ 50,000 ° $ 51,547 3-month LIBOR plus 2.85% ‘ 5.35% 12/17/2008
Statutory . ‘
Trust IT .. 9/24/2004 10/7/2034 35,000 36,083 3-month LIBOR plus 1.90% 3.84% - 10/7/2009
Statutory .

Trust IIT. . 12/13/2004 12/15/2034 = _ 60,000 61,856 3-month LIBOR plus 1.78%  4.24% 12/15/2009
$145,000  $149,486

The Debentures are the sole assets of the Trusts and are subordinate to all of the Company’s existing and
future obligations for borrowed or purchased money, obligations under letters of credit and certain derivative .
contracts, and any guarantees by the Company of any of such obligations. The proceeds, net of issuance costs,
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from these offerings were used to fund the cash purchase price for Reunion and Klein and to augment the
Company’s capital ratios to support its loan growth. See “Note 2 — Merger Related Activity” for further
discussion of the mergers.

The Company’s obligations under the Debentures, the related indentures, the trust agreements relating to
the trust securities, and the guarantees constitute full and unconditional guarantees by the Company of the
obligations of the Trusts under the trust preferred securities.

The Debentures are subject to redemption at the option of the Company, subject to prior regulatory
approval, in whole or in part on or after the dates indicated in the table above, or in full within 90 days after the
occurrence of certain events that either would have a negative tax effect on the Trusts or the Company, would
cause the trust preferred securities to no longer qualify as Tier 1 capital, or would result in the Trusts being
treated as an investment company. Upon repayment of the Debentures at their stated maturity or following
their earlier redemption, the Trusts will use the proceeds of such repayment to redeem an equivalent amount
of outstanding trust preferred securities and trust common securities.

Senior Subordinated Debentures

On September 22, 2004, the Company entered into a Subordinated Debenture Purchase Agreement.
Under the terms of this agreement, the Company issued an aggregate principal amount of $75.0 million in
floating rate subordinated debt. All amounts due and owed under the Subordinated Debenture are to be repaid
in full on September 22, 2014. The Subordinated Debenture bears interest at LIBOR plus 125 basis points.
The interest rate on the Subordinated Debenture was 3.17% at December 31, 2004. This agreement includes a
financial covenant that the Company shall maintain such capital as may be necessary to cause the Company to
be classified as “adequately capitalized” and the Bank shall maintain such capital as may be necessary to
cause it to be classified as “well capitalized” as of the end of each calendar quarter. Upon declaration of or a
continuing event of default, the Company will be restricted from declaring or paying or causing or permitting
any subsidiary to pay a cash dividend or other distribution to parties that are ranked junior to the holders of the
subordinated debt. The Company has agreed to certain restrictions on its ability to incur additional
indebtedness that is senior to the Subordinated Debenture. If the subordinated debt ceases to qualify as Tier 2
capital under the applicable rules and regulations promulgated by the Board of Governor of the Federal
Reserve System, the Company and the lender may restructure the debt as a senior unsecured obligation of the
Company or the Company may repay the debt. The Company used the proceeds of the debenture to fund the
cash purchase price for Klein and to augment the Company’s capital ratios to support its loan growth. See
“Note 2 — Merger Related Activity” for further discussion of the merger.

11. Securities Sold Under Repurchase Agreements and Other Borrowings

Securities sold under repurchase agreements and short-term borrowings generally represent borrowings
with maturities ranging from one to thirty days. Short-term borrowings consist of federal funds purchased,
overnight borrowings with the Federal Home Loan Bank of Dallas (“the FHLB”), and U.S. Treasury demand
notes. U.S. Treasury demand notes represent borrowings from the U.S. Treasury that are secured by
qualifying securities and commercial loans and are placed at the discretion of the U.S. Treasury. The
Company’s long-term borrowings generally consist of borrowings with the Federal Home Loan Bank
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(“FHLB”) with original maturities in excess of one year. Information relating to these borrowings is
summarized as follows:

December 31,
2004 2003
(Dollars in thousands)

Securities sold under repurchase agreements:

AVETAZE v e e $357,692  $261,320
Period-end............. .. ... ... e 273,344 285,571
Maximum month-end balance during period ................ ... .... 518,719 303,764
Interest rate:
Weighted average for the period .............. ... ... . oL, 0.96% 0.88%
Weighted average at period-end . ......... ... ... . .. 1.29% 0.72%
Short-term borrowings: '
AVETAZE . o ottt e $543,159  $276,193
Period-end. ... ... . 759,624 473,154
Maximum month-end balance during period ................ ... . ... 929,074 473,154
Interest rate:
Weighted average for the period ......... e 1.40% 1.11%
Weighted average at period-end . ............ ... ... ... ... 2.19% 0.98%
Long-term borrowings:
AVEIAZE .\ ettt e e e $109,983  $172,744
Period-end. ... ... e 10,410 206,658
Maximum month-end balance during period .............. ... ... 210,788 306,824
Interest rate: '
Weighted average for the period . ....... ... ... ... .. 1.61% 1.68%
Weighted average at period-end .. ...t 6.01% 1.30%

Securities sold under repurchase agreements generally include U.S. Government and agency securities
and are maintained in safekeeping by correspondent banks. The Company enters into these repurchase
agreements as a service to its customers.

Subject to certain limitations, the Bank may borrow funds from the FHLB in the form of advances.
Credit availability from the FHLB to the Bank is based on the Bank’s financial and operating condition.
Borrowings from the FHLB by the Bank were approximately $557.4 million and $203.3 million at
December 31, 2004 and 2003, respectively, and are included as a component of other borrowings in the
accompanying consolidated balance sheet. The Bank has pledged $601.7 million of its securities portfolio and
$893.6 million of its loan portfolio as collateral for its borrowings from the FHLB at December 31, 2004. In
addition to creditworthiness, the Bank must own a minimum amount of FHLB capital stock. Currently, the
minimum is 0.15% of total assets or $1,000, whichever is greater (not to exceed $25 million), plus 4.25% of
outstanding advance balances plus 4.25% of the outstanding principal balance of Mortgage Partnership
Finance Program loans retained in the Bank’s balance sheet. Unused borrowing capacity at December 31,
2004 was approximately $897.4 million.
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At December 31, 2004, the contractual maturities of long-term borrowings are as follows:

Year Ending
December 31,

(Dollars in

thousands)

200 e $ 2,487
2000 . © 526
200 e e 568
2008 1,024
200 e 652
B 1<) 4= (= 5,153
$10,410

12. Income Taxes

The income tax provision (benefit) for the years ended December 31, 2004, 2003 and 2002 is composed
of the following:

2004 2003 2002
(Dollars in thousands)
1Y o = 1 P $29,036  $28,047  $24,235
DEfEITed . . . ..o e (1,345)  (640) 2,758
Total . .. e $27,691  $27,407  $26,993

The types of temporary differences between the tax bases of assets and liabilities and their financial
reporting amounts that give rise to deferred income tax assets and liabilities and their approximate tax effects
are as follows: '

December 31, 2004 December 31, 2003
Temporary Tax Temporary Tax
Differences Effect Differences Effect

(Dollars in thousands)

Future deductible differences:

Allowance for loan [0sses .. ... . ... v, $34,330 $12,015 $31,264 $10,942
Mortgage servicing rights .. ...... ... .. ... ... ... 2,485 870 3,558 1,245
Unrealized loss on securities available forsale........... 3,461 1,211 — —
Unfunded pension liability ........................... 1,494 523 1,420 497
Other. . o e 3,457 1,210 961 336

Deferred income tax asset .. .......... ... ... $45,227 15,829 $37,203 13,020
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December 31, 2004 December 31, 2003
Temporary Tax Temporary Tax
Differences Effect Differences Effect

(Dollars in thousands)
Future taxable differences:

Unrealized gain on securities available for sale .......... $ —_ $ — $ 4,741 $ 1,763
Market discount on securities ................c.ion... 1,946 681 1,626 569
Federal Home Loan Bank stock dividends.............. 2,793 978 2,304 806
Bank premises ........ ...t e 17,461 6,111 8,792 3,077
Core deposit intangibles and loan premiums ............ 37,298 13,054 12,126 4,244
Deferred income tax lability ....................... $59,498 20,824 $29,589 10,459

Net deferred tax asset (liability) ........................ $(4,995) $ 2,561

The reconciliation between the Company’s effective income tax rate and the statutory federal income tax
rate is as follows:

Year Ended December 31,

2004 2003 2002
Statutory federal income taxrate .............oviiiiiiiin.n 3500%  35.00%  35.00%
Tax-exempt income from Bank-owned life insurance............. (2.55) (2.38) (1.90)
Tax-exempt interest iNCOME. . .....ovvvvnerrr e, (3.66) (2.59) (1.95)
Other ... e 0.29 1.07 0.16
Effective income tax rate .. ......ooitunen i 29.08% 31.10% 31.31%

13. Comprehensive Income

The components of comprehensive income are reported in the accompanying consolidated statement of
changes in shareholders’ equity.

The components of accumulated other comprehensive income, net of tax, are as follows:
) December 31,

2004 2003

" (Dollars in thousands)
Net unrealized gain (loss) on securities available forsale .............. $(2,250) $ 2,973
Minimum pension lability ....... ... ... .. . o e (971) (923)
Total accumulated other comprehensive income (loss) ................ $(3,221) $ 2,050

14. Employee Benefits
Stock-Based Compensation Plan

The Company sponsors, and currently grants awards under, the Southwest Bancorporation of Texas, Inc.
2004 Omnibus Incentive Plan {the “Omnibus Plan™), which is a stock-based compensation plan as described
below. The Company has also sponsored similar stock-based compensation plans in prior years.
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Stock Options

Under the Omnibus Plan, the Company is authorized to issue up to 4,500,000 shares of common stock
pursuant to “Awards” granted in the form of incentive stock options which qualify under Section 422 of the
Internal Revenue Code of 1986, as amended (the “Code”), nonqualified stock options which do not qualify
under Section 422 of the Code, stock éppreciation rights, restricted stock, restricted stock units, performance
shares, performance units, covered employee annual incentive awards, and other stock-based awards. Awards
may be granted to selected employees and directors. of the Company or any subsidiary. The Omnibus Plan
provides that the exercise price of any qualified incentive stock option may not be less than the fair market
value of the common stock on the date of grant, and that the exercise price of any nonqualified stock option
may be equal to, greater than or less than the fair market value of the’common stock on the date of grant.

The Company granted 861,051, 1,237,200 and 1,276,000 stock options in 2004, 2003 and 2002,
respectively. These stock options were granted with an exercise price as determined in each individual grant
agreement. The majority of the options granted in 2004 vest over a four year period commencing on the date
of the grant (i.e., 25% vest on each anniversary of the date of grant) The majority of the options granted in
prior years vest over a five year period commencing on the date of grant (i.e., 60% vest on the third anniversary
of the date of grant and 20% vest on each of the next two anniversaries of the date of grant) with the remammg

options vesting over a period not to exceed five years. :

In accordance with APB 25, compensation expense is recognized for discounted stock options granted
and for performance-based stock options granted (but not for the stock options having exercise prices equal to
the fair market value on the date of grant). The Company has recognized $0 of compensation expense in
connection with these grants in 2004 and 2003 and $19,000 of cornpensatlon expense in connectlon w1th these
grants in 2002.

A summary of the status of the Company’s stock optlons as of December 31, 2004 2003, and 2002 and
the change during the years is as follows:

2004 ' 20037 2002

Number of Weighted Number of - Weighted  Number of - Weighted

Shares Average Shares Average Shares Average

Underlying  Exercise’ Underlying  Exercise -  “Underlying - Exercise

Options Prices Options . Prices. - .Options Prices

Outstanding at beginning of the year .... 5,588,106 $11.36 5,146,192 $10.00 5,471,866 § 7.36
Granted at-the-money ................ 861,051 20.78 1,237,200  15.52 . 1,276,000 15.60
EXEICiSed . . v oo (837,684) -8.07 (638,376) - 7.34 (1,539,406) 5.6
Forfeited. . ..o oo (235,772) 15.17  (156910) 16.15 (62,268) 11.18
Outstanding at end of year ............ 5,375,701 $13.18 5,588,106 $11.36 5,146,192  $10.00
Exercisable at end of year ...... e 2,455,914 § 9.02 2,555,350 - $ 7.53: . 2,400,210 .$ 6.21

The fair value of each stock option granted is estimated on the date of grant using the Black-Scholes
stock option valuation model with the following weighted-average assumptions for grants-in 2004, 2003 and
2002: dividend yield of 0.58%, 0.65%, and 0.00%, respectivély; risk-free interest rates of 3.69%, 2.45% and
4.33%, respectively; the expected lives of options of 5 years; and a volatility of 30.84%, 32.64% and 29.76%,
respectively. The weighted average fair value of options granted during the year is as follows: S

2004 2003 2002

Weighted-average fair value of options granted at-the-money.......... $6.61 $4.76 $5.34
Weighted-average fair value of all options granted during the year ..... $6.61 $4.76 $5.34
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The following table summarizes information about stock options outstanding and exercisable at
December 31, 2004:

: Options Outstanding Options Exercisable
T : Weighted '

Average Weighted ) Weighted
Remaining Average Average
i - . ' Number Contractual Exercise Number Exercise

Range of Exercise Prices o Qutstanding Life . Price Exercisable Price
$0.10t0'$2.50 .................. e 341,000 * $ 1.62 341,000 - $ 1.62
$2.51t085.58 ... ...l P 397,634 2.1 433 397,634 4.33
$5.59 to $7.63 .... Ceeeen U 170,700 3.9 6.35 170,700 6.35
$7.64t0 81010 ....... ... 964,306 4.5 9.02 806,888 8.92
$10.11t0 $18.32 ............... e 2,441,710 7.6 15.15 613,672 14.78
$18331082096 ... ... 388,400 7.9 19.55 126,020 20.01
$2097t0$2400 ............. P PR 671,951 9.5 21.17 - — —
$0.10 10 $24.00 ............ T 5,375,701 * $13.18  2,455914  $ 9.02

* All options with an exercise price between $0.10 to $2.50 are exercisable while the employee remains an
employee at the Company.

Restricted Stock

The Co;’hpany granted Awards covering 147,390, 107,000, and 236,000 shares of common stock at a
weighted-average fair value of $20.92, $15.26, and $16.15 in 2004, 2003, and 2002, respectively. The majority
of the shares covered by the Awards granted in 2004 vest over a four year period commencing on the date of
the grant. The shares covered by .these Awards granted in prior years generally vest over a five year period
commencing on the date of grant; provided, however, that 100% of the shares may vest earlier if certain
performance standards have been met by the Company.

~ In accordance with APB 25, compensation expense is recognized for performance-based restricted stock
awards granted under the Omnibus Plan and its predecessor plan. The Company has recognized $1.8 million,
$1.5 million, and $834,000 of compensation expense in connection with the above Awards in 2004, 2003, and
2002, respectively. : ‘

A summary of the status of the Company’s restricted stock awards as of December 31, 2004, 2003, and
2002 and the change during the years is as follows:

2004 2003 2002

Number Number Number

} of Shares of Shares of Shares

Outstanding at beginning of the year...................... 293,810 324,528 94,670

Awards granted ..... ... ... i 147,390 107,000 236,000

Awards VESted ... ... . (103,310) (128,690) - —
Awards cancelled ......... P (5,700} (9,028) * (6,142)

Outstanding at end of year.............. . e 332,190 293,810 324,528
Shares available for award at end of year.................. 1,351,610 177,500 275472
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Non-Employee Directors Deferred Fee Plan

On November 28, 2001, the Directors of the Company approved and adopted a Non-Employee Directors
Deferred Fee Plan. This plan, as amended and restated, was approved by the Company’s shareholders at the
May 5, 2004 annual meeting. Pursuant to this plan, each Director of the Company and each Director of the
Bank may elect to defer receipt of all or one-half of his compensation for serving as a director, committee
member or committee chairman for a period of time selected by the Director that terminates no later than the
date he ceases to be a Board member. The deferred amounts credited to his account during each calendar
quarter are deemed to be invested in a number of shares of the Company’s common stock determined by
dividing the amount of the Diréctor’s compensation deferred for that quarter by the closing sale price of the
common stock reported by NASDAQ on the 1ast trading day of the quarter and multiplying that result by 1.25
(rounding up to the nearest whole share). Payment from the Director’s account will commence as soon as
reasonably practicable after the earlier of the director’s termination as a member of the Company’s or Bank’s
Board of Directors or the date specified by the director when he elects to make the deferral. The payment from
each account will be either lump sum or up to five installments of the Company’s common stock. A total of
125,000 shares of Company common stock have been reserved for issuance under the Non-Employee

Directors Deferred Fee Plan. The Company has credlted 102,301 phantom stock umts to Director accounts
under this plan. ‘

Benefit Plans

The Company has adopted a contributory profit sharing plan pursuant to Internal Revenue Code
Section 401(k) covering substantially all employees (“the 401(k) Plan”). Each year the Company
determines, at its discretion, the amount of matching contributions. The Company presently matches 100% of
the employee contributions not to exceed 5% of the employee’s annual compensation. Total plan expense
charged to the Company’s operations for the years ended December 31, 2004, 2003, and 2002 was
$3.2 million, $3.0 million, and $2.5 million, respectively.

The 401 (k) Plan provides that the Company may contribute shares of common stock of the Company
(valued at the fair market value on the date of contribution) instead of cash. No shares were issued to the
401 (k) Plan in 2004, 2003, and 2002. ‘ ‘

L

15. Earnings Per Common Share

Earnings per common share is computed as follows:

. Year Ended December 31,
2004 2003 2002

(In thousands,
except per share amounts)

NEEINCOIME « ottt ittt e in ettt enens $68,543  $60,729 - $59,206
Divided by average common shares and common share ‘

equivalents: .

Average common shares outstanding ...................... 69,104 68,088 66,952

Average common shares issuable under the stock option plan 1,771 1,628 1,940

/

Total average common shares and common share equivalents 70,875 69,716 68,892

Basic earnings per common share........... e $ 099 § 089 § 0.88

Diluted earnings per common share . ............... ... .. .... $ 097 § 087 § 0.86
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Stack options outstanding of 340,557, 288,330, and 297,468 for the years ended December 2004, 2003,
and 2002, respectively, have not been included in diluted earnings per share because to do so would have been
antidilutive for the periods presented. Stock options are antidilutive when the exercise price is higher than the
current market price of the Company’s common stock.

16. Commitments and Contingencies
. Litigation

The Company is involved in various litigation that arises in the normal course of business. In the opinion
of management, after consultation with its legal counsel, such litigation is not expected to have a material
adverse effect on the Company’s consolidated financial position, results of operations or cash flows.

Leases .

~ The Company leases certain office facilities and office equipment under operating leases. Rent expense
for the years ended December 31, 2004, 2003 and 2002 was $6.1 million, $5.0 million, and $5.4 million,
respectively. Future minimum lease payments due under noncancelable operating leases at December 31,
2004 are as follows:

Year Ending
December 31,

(Dollars in thousands)

2005 ..., ..., U SR e P L. $ 4,983
2006 ... e L 4,506
2007 RO 3,797
2008 . e e 5,371
2009 ... e L -5,073
Thereafter. ... ... o 33,004

' ' §56,734

The Company leases a portion of the available space in owned buildings that is not utilized. Lease rental
income for years ended December 31, 2004, 2003, and 2002 was $2.3 million, $1.9 million, and $1.5 million,
respectively. Lease rental income and rent expense are included in other operating income and other operating
expenses, respectively, on the consolidated statement of income.

At December. 31, 2004, future minimum lease payments to be received from long-term leases are as
follows: '
Year Ending
December 31,
(Dollars in thousands)

2005 $ 946
2006....... FRUST P 760
2007....... B T ST 397

2008 . AU F P 33
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17. Regulatory Capitai Compliance

The Company and the Bank are subject to regulatory risk-based capital requirements that assign risk
factors to all assets, including off-balance sheet items such as loan commitments and standby letters of credit.
Failure to meet minimum capital requirements can initiate certain mandatory, and possibly additional
discretionary, actions by regulators that, if undertaken, could have a direct material effect on the Company’s
consolidated financial statements. “Tier 1 capital” includes, generally, common shareholders’ equity and
qualifying noncumulative perpetual preferred stock together with related surplus, qualifying cumulative
perpetual preferred stock, trust preferred securities, and minority interest in equity accounts of consolidated
subsidiaries less deductions for goodwill, intangible assets, and certain other items. Some components of Tier 1
capital are restricted in the amounts which may be included. “Tier 2 capital” may consist of limited amounts
of subordinated debt, certain hybrid capital instruments and other debt securities, certain preferred stock not
qualifying as Tier 1 capital, and the general valuation allowance for loan losses. The sum of Tier 1 capital and
Tier 2 capital is “total risk-based capital.”

In conjunction with risk-based capital guidelines, the regulators have also adopted guidelines that
supplement the risk-based capital guidelines with a minimum leverage ratio of Tier 1 capital to average total
consolidated assets (“Tier 1 leverage ratio”) of 3.0% for institutions with well diversified risk, including no
undue interest rate exposure, excellent control systems, high liquidity, good earnings, well managed on- and
off-balance sheet activities that are generally considered to be strong banking organizations, rated composite 1
under applicable federal guidelines, and that are not experiencing or anticipating significant growth. Other
banking organizations are required to maintain a Tier 1 leverage ratio of at least 4.0%. These rules further
provide that banking organizations experiencing internal growth or making acquisitions will be expected to
maintain capital positions substantially above the minimum supervisory levels.

As of December 31, 2004, the most recent notification from the regulators categorized the Bank as “well
capitalized” under the regulatory framework for prompt corrective action. There are no conditions or events
since that notification that management believes have changed the category.

The following table compares the Company’s and the Bank’s reported leverage and ﬁsk-weighted capital
ratios as of December 31, 2004 and 2003 to the minimum regulatory standards:

Minimum to Be Well
Capitalized Under

Minimum Capital Prompt Corrective
Actual Requirement Action Provisions
Amount Ratio Amount _ Ratio Amount Ratio

. - (Dollars in thousands)
As of December 31, 2004 ‘
Total Capital (to Risk Weighted Assets): o
The Company ...................... $683,804 11.02% $496,231 8.00% $620,289 10.00%

The Bank .......................... 676,090 1091 495,559 8.00 619,449  10.00
Tier 1 Capital (to Risk Weighted Assets): ' .

The Company ...................... 559,396  9.02 248,115 400 372,173  6.00

The Bank .............. PO 626,074 10.11 247,780 400 371,670  6.00
Tier 1 Capital (to Adjusted Average ‘

Assets):

The Company ...................... 559,396 ~ 7.81 286,337 4.001 357,921  5.00

The Bank .............. B 626,074 877 285522 4.00V 356,903  5.00
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Minimum to Be Well
Capitalized Under

Minimum Capital Prompt Corrective
- Actual : : Requirement " Action Provisions
Amount. Ratio Amount - Ratio Amount Ratio

(Dollars in thousands)
As of December 31, 2003 ‘
Total Capital (to Risk Welghted Assets):

The Company ............c......... $558,858  11.90% $375,630 8.00% $469,537  10.00%
. The Bank .. ..... e ... 504960 1077 375132 8.00 468,915  10.00
Tier 1 Capital (to Risk Weighted Assets):

The Company ............. e 515,850 1099 .- 187,815 4.00 281,722  6.00

TheBank .....0coovvvneviiio i 461,438  9.84 187,566 4.00 281,349  6.00
Tier 1 Capital (to Adjusted Average -

Assets): ‘ L . g .

The Company ............ eiiwes.. 515850 9.5 - 225448 4007 281810  5.00

The Bank ........... SR co.o..L.. 461,438 820 225223  4.001Y 281,529  5.00

() The Tier 1 leverage ratio consists of Tier 1 capital divided by quarterly average total assets, excluding
goodwill, core deposits intangibles,.and certain-other items. The minimum leverage ratio guideline is 3%
for institutions with well diversified risk, including no undue interest rate exposure, excellent control
systems, high liquidity, good earnings, well managed on- and off-balance sheet activities that are generally
considered to be strong banking organizations, rated composite 1 under applicable federal guidelines, and
that are not expenencmg or antlclpatlng 51gn1ﬁcant growth.

The Bank is subject to regulatlons and, among other things, may be hmlted in its ability to pay dividends
or otherwise transfer funds to the holding company. During 2004 and 2003, the Bank and non-bank
subsidiaries declared and paid dividends to the holding company of $64.4 million and $51.0 million,
respectively. As of December 31, 2004, approximately $66.7 million was available for payment of dividends by
the Bank to the Company under these restrictions without regulatory approval.

In addition, dividends paid by the Bank to the holding company would be prohibited if the effect thereof
would cause the Bank’s capital to be reduced below applicable minimum capital requirements.

The trust preferred securities issued by the Trusts are included in the Tier 1 capital of the Company for
regulatory capital purposes. The Federal Reserve Board may in the future disallow inclusion of trust preferred
securities as Tier 1 capital due to the requirements of FIN No. 46. On February 28, 2003, the Federal Reserve
Board issued final rules that provide that trust preferred securities may ‘continue to be included in Tier I
capital subject to quantitative limitations and to deductions for goodwill less any associated deferred tax
liability. As of December 31, 2004, if the Company were not permitted to include the $145.0 million in trust
preferred securities in its Tier 1 capital, the Company would still meet the regulatory minimums required to be
adequatcly cap1tal1zed

¥

Included in the TICI 2 capital of the Company for regulatory capital purposes is $75.0 million in senior
subordinated debentures issued on September 22, 2004. If the subordinated debt ceases to qualify as Tier 2
capital under the applicable rules and regulations promulgated by the Board of Governor of the Federal
Reserve System, the Company and the lender may restructure the debt as a senior unsecured obligation of the
Company or the Company may repay the debt.
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18. Segment Information

The Company has two operating segments: the bank and the mortgage company. Each segment is
managed separately because each business requires different marketing strategies and each offers different
products and services. »

The Company evaluates each segment’s performance based on the revenue and expense from its

operations. Intersegment financing arrangements are accounted for at current market rates as if they were with
third parties. '

Summarized financial information by operating segment for the years ended December 31, 2004, 2003
and 2002 follows: , - ,

Year Ended December 31,
2004 2003
Bank Mortgage Eliminations Consolidated Bank Mortgage Eliminations Consolidated
(Dollars in thousands)

Interest income. ... ... $ 273,942 $ 15,544 §$ (6,257) $ 283,229 $ 226,222 $ 15,571 $ (5,549)' $ 236,244
Interest expense ...... 56,677 6,257 (6,257) 56,677 45,725 5,549 (5,549) 45,725
Net interest

income............ 217,265 9,287 — 226,552 180,497 10,022 — 190,519
Provision for loan

losses ............. 6,090 4,122 — 10,212 11,036 814 — 11,850
Noninterest . ' ' '

income............ 91,938 4,567 — 96,505 76,955 6,254 — 83,209
Noninterest . : .

EXPENsSe ... ...t 209,432 7,179 — 216,611 165,829 7913 —_ 173,742
Income before income )

taxes.............. $ 93,681 % 2553 § — §$ 96,234 § 80,587 $ 7,549 § — $ 88,136
Total assets . ......... $7,474,551 $387,878 $(356,826) $7,505,603 $5,917,762 $287,725 _ $(258,354) $5,947,133

Year Ended December 31, 2002
Bank Mortgage Eliminations Consolidated
) (Dollal"s'_in. thousands)

Interest income ................. e $ 225974  $ 15821 $§ (6,201) § 235594
Interest expense . . . .. PPN 59,779 6,201 (6,201) 59,779
Net Interest INCOME . . oo vttt ettt e e e 166,195 .9,620 —_ 175,815
Provision for loan losses ............... e 10,746 291 — 11,037
Noninterest income .. ........... T ‘ 66,209 ‘ 927 o — 67,136
Noninterest €Xpense . ......ovvrveeureenrnnnnennn 139,375 6,340 — 145,715
Income -before income taxes. .. ......coovuenr .. $ 82,283 $ 3916 % — $ 86,199
Total asscté .................... ............... $5,148,137 $289’021, . $(263,954) $5,173,204

Intersegment interest was paid to the Bank by the mortgage company in the amount of $6.3 million,
$5.5 million, and $6.2 million for the years ended December 31, 2004, 2003, and 2002, respectively. Advances
from the Bank to the mortgage company of $356.8 million, $258.4 million, and $264.0 million were eliminated
in consolidation at December 31, 2004, 2003, and 2002, respectively.
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19. Financial Instrnments with Off-Balance Sheet Risk and Concentrations of -Credit Risk

In the normal course of business, the Company becomes a party to various financial transactions which,
in-accordance with generally accepted accounting principles, are not included in its consolidated balance
sheet. These transactions involve various risks, including market and credit risk. Since these transactions
generally are not funded, they do not necessarily represent future liquidity requirements. The Company offers
these financial instruments to enable its customers to meet their financing objectives and to manage their
interest rate risk. Supplymg these instruments provides the Company with an ongoing source of fee income.
These financial instruments include loan commitments, letters of credit, commitments to sell mortgage loans
to permanent investors and financial guarantees on. GNMA mortgage-backed securities administered. The
Company has commitments to make additional equity investments in enterprises that primarily make
investments in middle market businesses in the form of debt and equity capital. These financial instruments
involve, to varying degrees, elements of credit risk in excess of the amounts recognized in the financial
statements. :

The amount of the Company s ﬁnanc1a1 instruments with off-balance sheet risk as of December 31, 2004
and 2003 is presented below:

December 31,

2004 2003
Contract Contract
Amount Amount
. . (Dollars in thousands)
Unfunded loan commitments including unfunded lines of credit ... ... $2,720,246  $2,135,973
Standby letters of credit ... ... S P 352,555 227,041
;Commercia]l letters of credit............. ... ..ol 19,496 9,528
Unfunded commitments to unconsolidated investees................ 12,621 ' 3,753
Commitments to sell mortgage loans. ................ ... ... 12,609 10,577
Guaranftee‘s on GNMA ‘securfit'ies administered .................. . 82,073 86,045

" The Company’s exposure to credit loss in the event of nonperformance by the other party to the loan
commitments and letters of credit is limited to the contractual amount of those instruments. The Company
uses'thé same’ credit policies in evaluating loan commitments and letters of credit as it does for on-balance
sheet instruments. Comitments to extend credit are agreements to lend to a customer as long as there is no
violation of any condition established in the contract. Commitments generally have fixed expiration dates or
other termination clauses and may require payment of a fee. Since many of the commitments are expected to
expire without being fully drawn upon, the-total commitment amounts do not necessarily represent future cash
requirements. Standby letters of credit are conditional commitments by the Company to guarantee the
performance of a customer to a third party. The Company evaluates each customer’s credit worthiness on a
case-by-case basis. The amount of collateral obtained, if deemed necessary by the Company upon extension of
credit, is based on management’s credit evaluation.of the counterparty. Collateral held varies but may include
certificates of deposit, accounts receivable, inventory, property, plant and equipment, and real property. As of
December 31, 2004 and December 31, 2003, $402,000 and $248,000, respectively, has been recorded as a
liability for the.fair value of the Company’s potential obligations under these agreements. '

- The contract amounts for commitments to sell mortgage loans to permanent investors represent an
agreement to sell mortgages currently in the process of funding and commitment terms are generally less than
90 days. The balance at any given date represénts recent activity at 'the mortgage company. The contract
amount does not represent exposure to credit loss.

The Company administers GNMA mortgage-backed securities on which it guarantees payment of
monthly principal and interest to the security holders. The underlying loans are guaranteed by FHA and VA
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mortgage insurance and are collateralized by real estate. In the event of mortgagor default, the Company may
only incur losses of costs that may exceed reimbursement limitations established by FHA or VA. The
Company believes its exposure is immaterial, and the contract amount does not represent the Company’s
exposure to credit loss.

The Company originates real estate, commercial, construction and consumer loans primarily to customers
in the eight county area in and around Houston. Although the Company has a diversified loan portfolio, a
substantial portion of its customers’ ability to honor their contracts is dependent upon the local Houston
economy and the real estate market.

The Company maintains funds on deposit at correspondent banks which at times exceed the federally
insured limits. Management of the Company monitors the balance in these accounts and periodically assesses
the financial condition of correspondent banks.

20. Fair Values of Financial Instruments

The fair value of financial instruments provided below represents estimates of fair values at a point in
time. Significant estimates regarding economic conditions, loss experience, risk characteristics associated with
particular financial instruments and other factors were used for the purposes of this disclosure. These estimates
are subjective in nature and involve matters of judgment. Therefore, they cannot be determined with precision.
Changes in the assumptions could have a material impact on the amounts estimated.

The estimated fair values disclosed do not reflect the value of assets and liabilities that are not considered
financial instruments. In addition, the value of long-term relationships with depositors (core deposit
intangibles) and other customers is only reflected for deposits acquired through mergers accounted for as a
purchase. The value of these unrecorded items is believed to be significant.

Because of the wide range of valuation techniques and the numerous estimates which must be made, it
may be difficult to make reasonable comparisons of the Company’s fair value information to that of other
financial institutions. It is important that the many uncertainties discussed above be considered when using the
estimated fair value disclosures and to realize that because of these uncertainties, the aggregate fair value
amount should in no way be construed as representative of the underlying value of the Company.

The following methods and assumptions were used by the Company in estimating its fair value
disclosures for financial instruments:

Cash and Cash Equivalents: The carrying amounts for cash and cash equivalents approximate their fair
values.

Securities: Fair values for investment securities are based on quoted market prices. The fair value of
stock in the Federal Home Loan Bank of Dallas and the Federal Reserve Bank is estimated to be equal to its
carrying amount given it is not a publicly traded equity security, it has an adjustable dividend rate, and
transactions in the stock are executed at the stated par value.

Loans Held for Sale:  Fair values of loans held for sale are estimated based on outstanding commitments
from investors or current market prices for similar loans.

Loans and Accrued Interest Receivable: TFor variable-rate loans that reprice frequently and with no
significant change in credit risk, fair values are based on carrying values. The fair value of all other loans are
estimated using discounted cash flow analyses, using interest rates currently being offered for loans with
similar terms to borrowers of similar credit quality. Fair values for impaired loans are estimated using
discounted cash flow analyses or underlying collateral values, where applicable. The carrying amount of
accrued interest approximates its fair value.
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Derivatives. Fair value is defined as the amount that the Company would receive or pay to terminate the
contracts at the reporting date. Market or dealer quotes are used to value the instruments.

Off-Balance-Sheet Instruments: The fair values of the Company’s lending commitments, letters of
credit, commitments to sell loans and guarantees are based on fees currently charged to enter into similar
agreements, taking into account the remaining terms of the agreements and the counterparties’ credit
standing. The fair value of the Company’s option contracts are based on the estimated amounts the Company
would receive from terminating the contracts at the reporting date.

Deposit Liabilities and Accrued Interest Payable. The fair values disclosed for demand deposits (e.g.
interest and noninterest checking and money market accounts) are, by definition, equal to the amount payable
on demand at the reporting date. Fair values for fixed-rate time deposits are estimated using a discounted cash
flow analysis, using interest rates currently being offered on certificates with similar remaining maturities. The
carrying amount of accrued interest approximates its fair value.

Borrowings: The fair value of federal funds purchased, securities sold under repurchase agreements,
senior subordinated debentures, junior subordinated deferrable interest debentures, and other borrowings are
estimated using discounted cash flow analysis using interest rates currently offered for borrowings with similar
maturities.

The following table summarizes the carrying values and estimated fair values of financial instruments (all
of which are held for purposes other than trading):

December 31, 2004 December 31, 2003
Carrying Estimated Carrying Estimated
Amount Fair Value Amount Fair Value

{Dollars in thousands)

ASSETS
Cash and due frombanks . ..................... $ 327,558 % 327,558 $ 390,890 $ 390,890
Federal funds sold and other cash equivalents . . ... 14,417 14,417 94,908 94,908
Securities ......... ... . . 1,985,237 1,985,773 1,549,398 1,549,398
lLoansheldforsale ................... .. ...... 107,404 107,512 96,899 96,899
Loans held for investment. ..................... 4,539,578 4,526,456 3,491,673 3,469,022
Allowance for loan losses ..................... ) (49,408) (49,408) (41,611) (41,611)
Accrued interest receivable ... ...... .. .. .. .. ..., 30,200 30,200 21,630 21,630
LIABILITIES
DepPOSitS. . ottt e $5,620,043  $5,064,643  $4,403,239  $4,092,790
Securities sold under repurchase agreements ...... 273,344 273,344 285,571 285,460
Borrowings ........... .. 994,520 996,175 731,359 732,099
Accrued interest payable.............. ... . .... 2,902 2,902 1,822 1,822

The fair value of the Company’s derivatives and off-balance sheet financial instruments was immaterial at
December 31, 2004 and 2003.
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21. Supplemental Cash Flow Information

Supplemental cash flow information for the years ended December 31, 2004, 2003, and 2002 is as follows:
December 31,

2004 2003 2002
(Dollars in thousands)
Cash paid forinterest . .. ... vriiiie i $55,597  $45,557  $60,687
Cash paid for income taxes ...............coiiuiiiniinn ... 27,884 30,850 13,050
Non-cash investing and financing activities:
Loans transferred to foreclosed real estate . ................. 10,489 4,393 1,115
Issuance of common stock for the Klein acquisition ......... 15,802 — —

On July 1, 2003, the Company purchased all of the capital stock of Maxim for $63.0 million. On
January 31, 2004, the Company purchased all of the capital stock of Reunion for $50.0 million. On October 1,
2004, the Company purchased all of the capital stock of Klein for $165.0 million. In conjunction with these
acquisitions, liabilities were assumed as follows:

Maxim Reunion Klein
July 1, 2003 January 31, 2004 October 1, 2004

(Dollars in thousands)

Fair value of assets acquired . ................... $348,788 $261,523 $ 713,074
Cash paid for the capital stock.................. (63,040) (50,000) (165,000)
Liabilities assumed. .. ............civivinn.. $285,748 $211,523 $ 548,074

22. Parent Company Only Condensed Financial Statements

The balance sheet, statement of income and statement of cash flows for the parent company are as
follows: .

BALANCE SHEET

December 31,
2004 2003
(Dollars in thousands)

ASSETS
Cash and cash equivalents .......... ... iiiiiiiiniiiinennennnn, $ 943 § 48,720
Securities — available forsale . ....... ... ... . - 2,257
Investment in subsidiary .. ..... ... ... i e 801,643 498,784
O her ASSEES . .ot e 2,962 2,053
TOtal BSSELS . o ottt e $805,548  $551,814
LIABILITIES AND SHAREHOLDERS® EQUITY
Senior subordinated debenture . ... $ 75,000 § —_
Junior subordinated deferrable interest debentures .................... 149,486 51,547
Accrued interest payable . ... ... . 645 493
Other liabilities. . ... .. i e e e e 3 453
Shareholders” equity. . ... oot e 580,414 499,321
Total liabilities and shareholders’ equity ............. ... ... .. ... $805,548  $551,814
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STATEMENT OF INCOME

Year Ended December 31,
2004 2003 2002
(Dollars in thousands)

Interest INCOME ON SECUTIIIES « . . v v vttt ie et et ir e $§ 8 $ 100 § 118
Interest expense on borrowings . ........... ... ...t 3,561 516 106
Net interest €XPense ... .vvvv et r e e iiiiinneeeenns (3,475) (416) 12
Other income:
Dividends received from subsidiary........................ 64,400 51,000 10,980
Other operating income . .......... ..o veeiiiiian e 9 — —
Gainon sale of securities . . ........ .ot in i, 6 — 334
Total other income:-. .. .. o e e 64,415 51,000 11,314
Operating expenses ......... e e 2,133 1,661 953
Equity in undistributed income of subsidiary.................. 7,742 11,067 48,643
Income before INCOME tAXES .. ..o vneinin e, 66,549 59,990 59,016
Income tax benefit ............ ... ... ... ... ... ... (1,994) (739) (190)

NEtINCOME ...ttt e e e $68,543  $60,729  $59,206
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STATEMENT OF CASH FLOWS

Year Ended December 31,
2004 2003 2002
(Dollars in thousands)

Cash flows from operating activities:

NeEt INCOME . ottt et e e e $ 68,543 $ 60,729  $59,206

Adjustments to reconcile net income to net cash provided by
operating activities:

Equity in undistributed income of subsidiary.................. (7,742) (11,067) (48,643)
Gain on sale of securities . ....... ... it ©(6) — —
AmOrtization ... ... o 1,766 1,498 853
Increase in otherassets ............ .. ..c0oiiiinnniiennn... (774) (189) (186)
Increase (decrease) in accrued interest payable and other
Habilities . . ..ot e (298) 946 —
Net cash provided by operating activities................... 61,489 51,917 11,230
Cash flow from investing activities:
Purchase of securities available forsale ........................ (3) (2,128)  (7,968)
Sales of securities available forsale ........................... 2,258 12,025 —
Contributions to subsidiaries .............. ... ... .. .. (191,066)  (145,413) (845)
Purchase of Maxim, net of cash acquired of $142,658 ............ — 79,618 —
Purchase of Reunion, net of cash acquired of $30,596............ (19,404) — —
Purchase of Klein, net of cash acquired of $78,060 .............. (71,138) — —
Net cash used in investing activities....................... (279,353) (55,898)  (8,813)
Cash flows from financing activities:
Proceeds from borrowings ........... .. . i 172,939 51,547 —
Payments on borrowings. ........ .. .. L — —  (10,000)
Payments of dividends on common stock......... ... ... ... ... (8,301) (3,418) —
Net proceeds from issuance of common stock .................. 6,757 4,715 7,842
Purchase of treasury stock . ... ... ... o (1,308) (416) —
Net cash provided by (used in) financing activities .......... 170,087 52,428 (2,158)
Net increase (decrease) in cash and cash equivalents .............. (47,777) 48,447 259
Cash and cash equivalents at beginning of period.................. 48,720 273 14
Cash and cash equivalents at end of period....................... $ 943 § 48,720 § 273
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[t’s never about any one

single product advantage.

How does a bank provide capital and help companies
become more efficient, productive and successful?

Answer: "Pay attention, and always put your customers ahead of
everything else.” Executive Vice President and Chief Lending Officer
Joe Argue says it takes the right people to make that philosophy
more than lip service. “Our bankers' level of experience, knowledge
and the respect and reputation they have in our communities are as
good as it gets.”

“They take the time to get to know you and your principles in busi-
ness and life,” says Gerald Merfish, Executive Manager,

Merfish Pipe & Supply, a longtime customer of the Bank. "It's more
about making sense than trying to fit you into some formula.

I think that’s what we really cherish about this relationship.”

Eric Wagner, President of Wagner Plate Works, a specialty steel
manufacturer, expects a bank to understand his industry: “That's a
big differentiating factor. Their knowledge gives them the ability to
respond quickly to our specific needs, and that makes them a very
solid banking partner we can count on. As far as the operation of
our business goes, they've helped us with everything.”

Responds Community Banker Kafi Slaughter, “We work in a flex-
ible, local decision-making environment where we have the ability
to customize solutions and get it done for our customers.”

For Men’s Wearhouse, adding a retail dry cleaning business to
their retail portfolio prompted the need for lockbox services. “The

Bank’s products are always outstanding; so is their commitment
to our projects,” says Claudia Pruitt, Vice President and Treasurer,
Men's Wearhouse. "There’s just a consistency that makes this rela-
tionship so much easier.”

An important part of that consistency for Anthony DelLuca, Manag-
ing Director of SCF Partners, comes from the Bank's understanding
and experience in his industry. “The energy service industry is char-
acterized by cycles, and we can count on this Bank to make steady,
long-term decisions. They stick with you when the times are tough,
and they maintain discipline during all the cycles of our business.”

“There are lending and capital markets solutions for every business
customer,” says Carmen Jordan, Commercial Energy Banker. “We're
growing with our larger customers and better serving smaller busi-
nesses. We're able to move through different stages of a company’s
life because we have the resources and experience, and we're local
and accessible.”

And for companies operating in different countries, having local
access backed by products such as eFX, which completes foreign
exchange transactions in a matter of seconds, can make all the dif-
ference in the world.

“QOur clients also know we can help them in the global market
place,” says International Banker TJ Raguso. “We understand
international trade and foreign exchange, and the risks involved in
these transactions, and we can bring the best ideas and the right
people together.”

We use many of the Bank’s products and services. It would be easier to list the few that we don't.

Rochelle Jacobson, Executive Manager, Merfish Pipe & Supply
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Service 1s the most important benefit
included in each product.

How do you keep service simple and consistent for your
customers?

Answer: For Eleanor Greer, it means making house calls. “I've de-
veloped relationships over the years with many of our senior-citizen
customers in League City. We're just drawn to each other. When
they need me, | go to their houses and offer whatever assistance
they need. They always know if they can't get to me, I'll certainly
get to them.”

"We look at things differently than any other bank,” says Retail
Banking Leader Ken Olan. "While others look at products and
customer service as two separate things, we look at them together.
Product and the way we treat people are one and the same, but
the way you are treated is the part you never forget.”

When one of Mariana Sanchez’s customers came in to check the
balance on an account, Mariana quickly realized the customer
could use the resources of a Home Equity Loan to pay off some
high-rate credit card bills. With the money the family would be
saving every month, Mariana also recommended that they open a
savings account.

“It was an overwhelming feeling of satisfaction when the customer
came in to thank me for guiding her to a financial solution,” says
Mariana. “A few months ago, she didn’t see an end to her debts.
Now she is saving for her family’s future.”

An important part of service delivery happens behind the scenes.
“Our technology supports our customers,” explains Operations
Manager Shanta Waddy. “For instance, we have a program to
enable tellers to verify signatures on screens in front of them.

This saves waiting time for customers. Also combined statements
allow customers with multiple accounts to view all activity in one
place, and we pioneered e-statements, which eliminates paper for
customers.”

it's all about creating solutions that build trusting relationships. “The
trust factor is why so many of our retail customers have asked us to
help with their investments,” says Investment Banker Brian Hays.
“We have investment counselors in the banking centers to help with
retirement planning, income alternatives, college education planning
and wealth accumulation.”

"We realize that every dollar a customer has is extremely important
to him or her,” sums up Olan. “What we want to show our custom-
ers is just how important their relationship is to us.”

We want to make doing business with us easy and convenient.
We’re down the block, online, or accessible by telephone 24 hours a day.

Ken Olan, Retail Banking, Amegy Bank
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The Dallas-Fort Worth Metroplex
1s one of the most attractive financial markets
in the country.

How does a bank compete and succeed in the
North Texas market?

Answer: “"We've made a major commitment to Dallas,” says
Terry Kelley, Chairman of the Dailas-Fort Worth region. “We’re
making significant investments in terms of people, technology and
resources. For instance, we built an operations center in Dallas for
lockbox and check processing on the front end of coming into the
market. We don’t believe in trying to convince a Dallas business to
have a Houston lockbox. Qur approach has been well received. It
says a lot about how we serve clients. And an investment like this
says we're here to stay.”

The market reception has been very positive. He adds, “Business
leaders want to see strong, independent banks. They know it's goad
for the economy. They appreciate our focus on Texas and the Texas
perspective.”

ACE Cash Express, the largest owner, operator and franchiser of
check-cashing stores in the United States, is one of such businesses.
It has grown its relationship with the Bank to include Treasury
Management services. “| teil the Bank what we need, and it’s done
- and done right,” says Wanda Strong, Vice President, Cash Man-
agement and Assistant Treasurer. ”I've been handling cash man-
agement for years and worked with a lot of banks. | don't know
that I've ever seen another bank consistently operate at this level.”

With its structure firmly in place, the Bank has turned its attention
to growing its business in Dallas. “We see so much opportunity,”
says Commercial Banker Bill Stroope. “The middle market here is
broad and deep. There are over 2,000 companies with revenues
between $20 million and $200 million. We believe we bring some-
thing different to the table for them. Being independent allows us to

in

be flexible. If the deal makes sense, we're quick to say ‘Let’s do it.

The medical community in Dallas has been especially impressed
with the Bank’s technology and innovation. “We also appreciate
the quick, easy access to top management,” says Dr. Robert Schein-
berg, partner with Texas Orthopedic Associates, one of the top
orthopedic practices in Dallas. "And, because of the level of service
and attention we know we can count on, many of us maintain our
persenal accounts there as well.”

Kelley expects the Bank to have a strong presence in the Metroplex.
“We're in a position to bring tremendous value to the region and its
companies, and in a way that shows we appreciate the business.”

We're in a great position to compete against the global banks here and we can do it in @ way
that shows we appreciate the business. It's not a 1-800 relaticnship.

Terry Kelley, Chairman of the Dallas-Fort Worth region, Amegy Bank
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Consolidated Balance Sheet

Dollars in thousands, except per share amounts

December 31 2003 2004
ASSETS
Cash and due from banks $ 390,890 $ 327,558
Federal funds sold and other cash equivalents 94,908 14,417
Total cash and cash equivalents 485,798 341,975
Securities available for sale (including $254,235 and $319,599 pledged to creditors) 1,549,398 1,927,204
Securities held to maturity (fair value of $0 and $58,569) - 58,033
Loans held for sale 96,899 107,404
Loans held for investment, net of allowance for loan losses of $41,611 and $49,408 3,450,062 4,490,170
Premises and equipment, net 117,951 164,443
Accrued interest receivable 21,630 30,200
Goodwill 25,647 149,846
Core deposit intangibles 6,185 27,246
Other assets 193,563 209,082
Total assets $ 5,947,133 $ 7,505,603
LIABILITIES AND SHAREHOLDERS' EQUITY
Deposits:
Demand - noninterest-bearing $ 1,513,038 $ 1,871,228
Demand - interest-bearing 43,452 135,003
Money market accounts 1,708,755 2,091,624
Savings 131,059 205,593
Time, $100 and over 642,590 944,283
Other time 363,345 372,312
Total deposits 4,403,239 5,620,043
Securities sold under repurchase agreements 285,571 273,344
Other borrowings 679,812 770,034
Senior subordinated debenture - 75,000
Junior subordinated deferrable interest debentures 51,547 149,486
Accrued interest payable 1,822 2,902
Other liabilities 25,821 34,380
Total liabilities 5,447,812 6,925,189
Commitments and contingencies
Shareholders’ equity:
Preferred stock - $0.01 par value, 1,000,000 shares authorized; 0 issued and
outstanding at December 31, 2003 and December 31, 2004 - -
Common stock - $1 par value, 150,000,000 shares authorized; 68,458,286 issued
and 68,427,798 outstanding at December 31, 2003; 70,198,456 issued
and 70,095,949 outstanding at December 31, 2004 68,458 70,198
Additional paid-in capital 65,380 92,330
Retained earnings 368,069 428,311
Deferred compensation (4,215) (5,469}
Accumulated other comprehensive income (loss) 2,050 (3,221)
Treasury stock, at cost - 30,488 shares and 102,507 shares, respectively 421) (1,735)
Total shareholders’ equity 499,321 580,414
Total liabilities and shareholders’ equity $ 5,947133 $ 7,505,603

22



Consolidated Statement of Income

Dollars in thousands, except per share amounts

Year Ended December 31 2002 2003 2004

Interest income:

Loans $ 177,837 $ 185,666 $ 217,140
Securities:
Taxable 52,533 43,959 56,046
Tax-exempt 4,426 5,651 9,317
Federal funds sold and other 798 968 726
Total interest income 235,594 236,244 283,229

Interest expense:

Deposits 48,962 36,971 39,830
Borrowings 10,817 8,754 16,847
Total interest expense 59,779 45,725 56,677

Net interest income 175,815 190,519 226,552
Provision for loan losses 11,037 11,850 10,212
Net interest income after provision for loan losses 164,778 178,669 216,340

Noninterest income:

Service charges on deposit accounts 33,936 40,065 46,345
Investment services 9,302 9,712 12,682
Other fee income 11,343 18,326 22,722
Bank-owned life insurance income 4,860 6,003 7,047
Other operating income 4,090 6,351 6,743
Gain on sale of loans, net 1,868 1,522 978
Gain (loss) on sale of securities, net 1,737 1,224 (12)

Total noninterest income 67,136 83,209 96,505

Noninterest expenses:

Salaries and employee benefits 81,486 97,176 117,869
Occupancy expense 24,066 29,690 37,657
Professional services 8,626 9,640 12,514
Core deposit intangible amortization expense - 1,368 4,947
Other operating expenses 31,537 35,868 43,624
Total noninterest expenses 145,715 173,742 216,611
Income before income taxes 86,199 88,136 96,234
Provision for income taxes 26,993 27,407 27,691
Net income $ 59,206 $ 60,729 $ 68,543

Earnings per common share:

Basic $ 0.88 $ 0.89 $ 0.29
Diluted $ 0.86 $ 0.87 $ 0.97
Dividends per common share $ - $ 0.05 $ 0.12
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Consolidated Statement of Changes in Shareholders’ Equity

Dollars in thousands, except per share amounts

Accumulated

Additional Other Total
Common Stock Paid-in Retained Deferred Comprehensive  Treasury Shareholders’
Shares Dollars  Capital Earnings  Compensation  Income (Loss) Stock Equity
BALANCE, DECEMBER 31, 2001 65,848,196 $65,848 §$ 41,828 $ 251,552 § (1,364) $ 3,870 $ - $ 361,734
Exercise of stock options 1,539,406 1,539 12,803 : 14,342
Issuance of restricted common stock,
net of shares forfeited into Treasury 324,528 325 3,389 (3,714) -
Deferred compensation amortization 853 853
Comprehensive income:
Net income for the year ended
December 31, 2002 59,206 59,206
Net change in unrealized
appreciation on securities
available for sale, net of
deferred taxes of ($6,195) 11,427 11,427
Reclassification adjustment for
gains included in net income,
net of deferred taxes of $696 (1,264) (1,264)
Minimum pension liability, net
of deferred taxes of $418 (775) (775)
Total comprehensive income 68,594
BALANCE, DECEMBER 31, 2002 67,712,130 67,712 58,020 310,758 (4,225) 13,258 - 445,523
Exercise of stock options 638,376 638 5,962 6,600
Issuance of restricted common stock,
net of shares forfeited into Treasury 107,000 107 1,386 (1,488) (5) -
Issuance of non-employee director stock 780 1 12 13
Purchase of treasury stock (416) (416)
Deferred compensation amortization 1,498 1,498
Cash dividends, $0.05 per common share (3,418) (3,418)
Comprehensive income:
Net income for the year ended
December 31, 2003 60,729 60,729
Net change in unrealized appreciation
on securities available for sale,
net of deferred taxes of $5,109 (9,484) (9,484)
Reclassification adjustment for gains
included in net income, net of
deferred taxes of $849 (1,576) (1,576)
Minimum pension liability, net of
deferred taxes of $30 (148) (148)
Total comprehensive income 49,521
BALANCE, DECEMBER 31, 2003 68,458,286 68,458 65,380 368,069 (4,215) 2,050 421) 499,321
Exercise of stock options 837,684 838 8,892 9,730
Issuance of restricted common stock,
net of shares forfeited into Treasury 147,390 147 2,879 (3,020) (6) -
Issuance of non-employee director stock 7,628 8 124 132
Purchase of Klein Bancshares, Inc. 747,468 747 15,055 15,802
Purchase of treasury stock (1,308) (1,308)
Deferred compensation amortization 1,766 1,766
Cash dividends, $0.12 per common share (8,301) (8,301)
Comprehensive income:
Net income for the year ended
December 31, 2004 68,543 68,543
Net change in unrealized appreciation
(depreciation) on securities
available for sale, net of deferred
taxes of $2,630 (5,533) (5,533)
Reclassification adjustment for
losses included in net income,
net of deferred taxes of ($187) 310 310
Minimum pension liability, net of
deferred taxes of $26 (48) (48)
Total comprehensive income 63,272
BALANCE, DECEMBER 31, 2004 70,198,456 $70,198 $ 92,330 $ 428,311 $ (5,469) $ (3,221) $ (1,735) % 580,414
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Consolidated Statement of Cash Flows

Daollars in thousands

Year Ended December 31 2002 2003 2004
Cash flows from operating activities:
Net income $ 59,206 $ 60,729 $ 68,543
Adjustments to reconcile net income to net cash provided by operating activities:
Provision for loan losses 11,037 11,850 10,212
Deferred tax expense (benefit) 2,758 (640) (1,345)
Depreciation 9,201 11,927 14,861
Valuation adjustments for mortgage servicing rights, net 2,371 (2,371) -
Realized (gain) loss on securities available for sale, net (1,737) (1,224) 12
Gain on sale of premises and eguipment, net (839) (8) (27)
Amortization and accretion of securities’ premiums and discounts, net 6,058 11,176 5,237
Amortization of mortgage servicing rights 4,180 4,806 2,224
Amortization of computer software 3,677 4,927 6,612
Amortization of core deposit intangibles . - 1,368 4,947
Other amortization 853 1,498 1,766
Minority interest in net income of consolidated subsidiary 40 - -
Gain on sale of subsidiary (1,068) - -
Income tax benefit from exercise of stock options 6,500 1,885 2,973
Net change in:
Loans held for sale (14,365) 4,490 (10,505)
Other assets and liabilities, net 28,157 (16,802) (6.734)
Net cash provided by operating activities 116,029 93,611 98,776
Cash flows from investing activities:
Proceeds from maturity and call of securities available for sale 25,370 71,119 53,280
Proceeds from sale of securities available for sale 139,436 652,529 1,162,060
Proceeds from sale of subsidiary, net of cash sold (3,003) - -
Principal paydowns of mortgage-backed securities available for sale 445,632 533,194 297,108
Principal paydowns of mortgage-backed securities held to maturity - - 3,775
Purchase of securities available for sale (724,668) (1,573,915) (1,593,349)
Purchase of Federal Reserve Bank stock (294) (28) (4,052)
Proceeds from redemption of Federal Home Loan Bank stock 5,699 6,765 28,716
Purchase of Federal Home Loan Bank stock (24,395) (5,046) (36,020)
Net increase in foans held for investment (461,126) (280,191) (732,835)
Proceeds from sale of premises and equipment 1,905 82 829
Purchase of premises and equipment (46,947) (32,531) (46,022)
Purchase of mortgage servicing rights (804) (281) -
Purchase of Bank-owned life insurance policies - (30,000) -
Purchase of Maxim Financial Holdings, Inc., net of cash acquired of $142,658 - 79,618 -
Purchase of Reunion Bancshares, Inc., net of cash acquired of $30,596 - - (20,004)
Purchase of Klein Bancshares, Inc., net of cash acquired of $78,060 - - (71,138)
Investment in unconsolidated equity investees (862) (3,053) (5,808)
Net cash used in investing activities (644,057) (581,738) (963,460)
Cash flows from financing activities:
Net increase in noninterest-bearing demand deposits 309,613 153,445 118,692
Net increase (decrease) in time deposits (33,882) 61,395 202,737
Net increase in other interest-bearing deposits 231,470 34,814 153,350
Net increase (decrease) in securities sold under repurchase agreements (82,958) 10,128 (12,227)
Issuance of junior subordinated deferrable interest debentures, net of cost - 51,047 97,939
Issuance of senior subordinated debentures - - 75,000
Net increase in other short-term borrowings 186,212 27,242 286,470
Proceeds from long-term borrowings 100,000 200,000 2,200
Payments on long-term borrowings (361) (100,391) (200,448)
Payments of cash dividends - (3,418) (8,301)
Net proceeds from exercise of stock options 7.842 4,715 6,757
Purchase of treasury stock - (416) (1,308)
Net cash provided by financing activities 717,936 438,561 720,861
Net increase (decrease) in cash and cash equivalents 189,908 (49,566) (143,823)
Cash and cash equivalents at beginning of period 345,456 535,364 485,798
Cash and cash equivalents at end of period $ 535,364 $ 485,798 $ 341975
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Les L. Allison
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Roger Galatas
Roger Galatas Interests, LLC
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Julia P. Gregory
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Personal Investments/Attorney

Max Hoyt
ACES Builders Warranty

Michael Karlins

UHY Mann Frankfort Stein
& Lipp Advisors, Inc.

Rui Martin
Rui Martin Real Estate LLC
Coldwell Banker United Realtors

Danny J. McCarty
Nottinghill Ventures, LLC

Morris Monroe

Woodlands Securities Corporation

Jeff Paul
Jeff Paul Custom Homes, Ltd.

Steve Sanders

Memorial Hermann Hospital—
The Woodlands

Dr. Bob Smith

Superintendent, Montgomery
Independent School District

John H. “Jack” Stibbs, Jr.
Stibbs & Co., PC

Brice Sumrall
Hilb Rogal & Hobbs

Spiros Vassilakis
GPM, Inc. and Affiliates

John H. Webb
Multi-Seal Corporation

Tim Welbes

The Woodlands Development
Company

Jay Wendell
J.M.Wendell, Inc.

David Wheeler
Presco, Inc.
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Advisory Board

J. Kent Adams
Judge, Harris County Precinct 4



Steve A. Alvis
NewQuest Properties

Jerry Ashmore

Greater Houston Group, Inc.

Jack Behnke
Heritage Health Services, LP

Michael Brummerhop

Michael Brummerhop Investments

Dr. Jim Cain
Superintendent, Klein ISD

Fred F. Caldwell

Caldwell Watson Real Estate
Group

George M. Clifton
Clifton Dodson Sortino, LLP

Larry R. Cook
Larry R. Cook & Associates, PC

Donald E. Cramer

Verde Construction
Management, Inc.

Charles Dixon
Dixon & Co. CPAs

Ray Duroy
Benton Duroy & Ivey, PC
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Harris County Precinct 4

Bill Farrell

Bill Farrell Investments

Peggy Hamric

Texas State Representative
District 126

H.G. “Hap” Harrington
Mayor, City of Tomball
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Shirley Harrington
Spring Creek Historical Society

Jim Harris
Jim C. Harris & Co., LLP

Dr. Ray Hawkins
President, Tomball College

Ron Hickman
Constable
Harris County Precinct 4

Dr. Michael Hinojosa
Superintendent, Spring ISD

Diane Holland
Tomball College

Stavros A. (Tom) Kikis
Kikis & Co., PC CPAs

Brownlow Kimes, Jr.
S. Brownlow Kimes, CPA PC

David Klein
NewQuest Properties

John Klein
Amegy Bank

Sandy Laine CRS, GRI
Prudential Gary Greene

Dr. Ray Laughter
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Comumunity College District

Lynn LeBouef
Tomball Regional Hospital

Jon tindsay
State Senator, District 7
North Houston Association

Jerry W. Lowry

Greater Greenspoint Management
District

Douglas W. {(Woody) Lyons, Jr.
Lyons & Marek
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Jerry McGonigal

O’Donnell, Ferebee &
McGonigal, PC

Charles M. Nott
Lone Star Quickprint

Gary Patterson
Gary E. Patterson, PC

Rita Santamaria
Champions School of Real Estate

Thomas Sparks
Polythane Systems, Inc.

James W. Stevens, CPA
Stevens, Pilkington & Co.

Pete Terpstra

Terpstra & Associates Real
Estate & Investments

Malcolm Thompson

Malcolm Thompson
& Associates, Inc.

Dr. Diane Troyer
President, Cy-Fair College

Tom Tucker
Graco Awards Enterprises, LP

Corbin Van Arsdale
Texas State Representative
District 130

Robert Watts
United Flight Systems, Inc.

Terry Wheeler

Cypress Fairbanks Medical
Center Hospital

Southeast Advisory Board

Mitchell Dale

McRee Ford, Inc. & Bay Area
Ford, Inc.

Shane Gay
Gay Pontiac, Buick & GMC

Charles Hutchins
A & A Machine & Fabrications, Inc.

Jasper Liggio
Liggio’s Tire & Service Center, Inc.

Tedd Olkowski
Remote Knowledge, Inc.

Steve Pratt
Esteban’s Cafe and Cantina

Dee Scott

Dee Scott Insurance Agency

Jim Stewart

Private Investor

Darvin M. Winick, Ph.D,
Winick & Associates

A. James Wistinghausen
Bacliff Mud District
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CFO,Amegy Mortgage

Russ Root
Foreign Exchange, Dallas

John Runge
SBA Banking

Steven D. Stephens

Houston Regional Banking

Dave Stevenson
Commercial Banking

Brian T. Stoker
Community Banking

Bill Stroope

Commercial Banking, Dallas

Gary Tolbert
Commercial Banking

Mark Troth
Private Banking

Jill Vaughan
Commercial Banking

Barbara Vilutis
Wealth Management

W. Lane Ward

Vice Chairman, Amegy Bank

Kirk Wiginton
Commercial Banking

Kim Zabin
Human Resources
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